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ABSTRACT 
 
This research report examines how the classification and taxation of offshore hybrid 
entities from a South African tax perspective compares to international approaches. It 
analysis the concept of hybrid entities, discusses the issues arising from the use of these 
entities in cross-border activities. It then examines international approaches as 
recommended by the Organisation for Economic Co-operation and Development 
(‘OECD’) and adopted by selected jurisdictions to compare with the foreign partnership 
legislation introduced into the South African tax system. The conclusion reached is that 
the South African classification and taxation of hybrid entities is aligned with some 
international approaches but consideration has to be made to the practical application of 
this legislation in order to eliminate any further uncertainties. It also recommends 
consideration for a balance between anti-avoidance and international competiveness for 
the South African investor. 
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1 INTRODUCTION 
1.1 Background 
 
Offshore hybrid entities, often referred to as ‘hybrid entities’ have become a popular 
tool for international tax planning (Ruchelman, 2008:1). For a number of years the 
Organisation for Economic Co-operation and Development (‘OECD’) has been 
concerned with what it describes as aggressive tax planning which includes untaxed 
income, multiple deductions and other forms of international tax arbitrage. This area is 
a growing concern for all tax authorities. The OECD had in recent years focused on 
corporate assessed losses and has now turned its attention to hybrid mismatches. The 
OECD’s concerns in this area has now been restated on a wider theme of ‘base erosion 
profit shifting’ used within the OECD to describe this general area of focus. (PWC, 
2012:4). The OECD’s general area of focus is discussed in a recently issued report 
entitled ‘Addressing Base Erosion and Profit Shifting’ (‘BEPS’) in which it has 
concluded on certain key focus areas that need to be tackled, amongst these are hybrid 
mismatch arrangements. 
 
In the OECD report entitled ‘Hybrid Mismatch Arrangements: Tax Policy and 
Compliance Issues’, the OECD defines hybrid mismatch arrangements to be 
arrangements exploiting differences in the tax treatment of transactions, instruments, 
entities or transfers between two or more countries (OECD, 2012:5). The OECD further 
comments that these arrangements often lead to ‘double non-taxation’ that may not be 
intended by either country, or may alternatively lead to a tax deferral which if 
maintained over several years is economically similar to double non-taxation. 
Therefore, they raise a number of tax policy issues, affecting for example tax revenue, 
competition, economic efficiency, transparency and fairness. (OECD, 2012:11). 
 
The OECD has discussed issues arising from hybrid mismatch arrangements or 
international arbitrage strategies. It describes the main elements of hybrid mismatch 
arrangement to include hybrid entities (that is, entities that are treated as transparent for 
tax purposes in one country and as non-transparent in another country), dual residence 
entities (that is, entities that are resident in two different countries for tax purposes), 
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hybrid instruments (that is, instruments which are treated differently for tax purposes in 
the countries involved and the most prominently as debt in one country and as equity in 
another country) and hybrid transfers (that is, arrangements that are treated as transfer 
of ownership of an asset for one country’s tax purposes but not for tax purposes of 
another country, which generally sees a collateralized loan). (OECD, 2012:7 and cited 
by Correia, 2013:2). This research report will be limited to discussions relating to the 
hybrid entities. 
 
The use of hybrid entities as a tool to conduct cross-border activities has become 
popular in recent years which has necessitated the review and reassessment of these 
cross-border structures by revenue authorities. This has raised concerns for the OECD, 
revenue authorities and tax policy makers that these cross-border structures, that are 
often complex, lead to unintended or distortive tax consequences for the taxpayer. The 
difficulties of dealing with hybrid entities arise from the fact that different countries 
may classify an entity differently in their domestic law. (Oguttu, 2009:52). 
Classification is required to determine the nature of the taxable income, the timing of 
taxation, and the possible availability of a foreign tax credit on the distributed income. 
In the context of a tax treaty, the classification of an entity is important to determine 
whether the entity is a resident of the other contracting state. This is necessary, for 
instance, to ensure that the tax treaty rates of withholding tax on dividends, interest and 
royalties apply. (Oguttu, 2009:52). The problems that can arise from the different 
classifications of partnerships or corporate hybrid structures are for example, the tax 
treatment of partnerships (as corporate structures) and the taxation of partners create 
possibilities of tax avoidance, double taxation and non-taxation of income 
(Oguttu, 2009:58).  
 
There are various international approaches available to address challenges posed by the 
hybrid entities with regard to their classification and taxation that have been adopted by 
certain foreign jurisdictions. The research report will only examine certain of these 
approaches. 
 
In South Africa, the topic of the taxation of hybrid entities had received little attention, 
and there was no legislation in place, prior to 24 August 2010, dealing with the taxation 
of these entities. Meanwhile, a number of South African residents have been known to 
invest in offshore hybrid entities whereby it is possible to avoid South African taxes on 
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their income. (Oguttu, 2009:52). There were various challenges experienced by South 
African taxpayers with investments in hybrid entities as a result of not having 
legislation in place dealing with classification and taxation of hybrid entities. The 
challenges experienced include the classification of hybrid entities in the South African 
Income Tax Act (‘the Act’) due to anomalies created by the definition of company (that 
is, a legal person), challenges of applying controlled foreign companies (‘CFC’) 
legislation to hybrid entities and challenges of determining the residence status of a 
hybrid entity (Oguttu, 2009:58) which will be discussed in detail in the research report.  
 
A definition of ‘foreign partnership’ in section 1 of the Act, has now been introduced 
into the South African income tax legislation. This definition seeks to provide certainty 
on the tax treatment of foreign hybrid entities (‘Explanatory Memorandum on the 
Taxation Laws Amendment Bill, 2010’:86). Essentially, if a corporation or entity is 
treated as a conduit for tax purposes in the foreign jurisdiction (that is, the 
partners/members are required to take into account their interest in amounts received by 
or accrued to the partnership when such amounts are received by or accrue to the 
partnership), the South African tax system will also treat it as a conduit (La Grange, 
2011). This entity will now be classified and referred to as a 'foreign partnership', as 
defined in section 1 of the Act, for South African tax purposes. Accordingly, the foreign 
partnership will not be treated as a company for South African income tax purposes but 
rather as a partnership in terms of section 24H of the Act where the partners/members 
are required to take into account their interest in amounts received by or accrued to the 
partnership when such amounts are received by or accrue to the partnership (La Grange, 
2011). Various other provisions including ‘company’ and ‘person’ definitions in section 
1 and section 24H(1) and (5)(a) of the Act have been amended to ensure consistent 
application of the foreign partnership principles. 
1.2 Research problem 
1.2.1 The Statement of the Problem 
 
How does the approach adopted by South Africa to taxing hybrid entities compare to 
international approaches as recommended by the OECD or those adopted by selected 
foreign jurisdictions? This research report will examine international approaches of the 
OECD and selected countries and compare these approaches to the legislation 
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introduced by South Africa for classification and taxation of hybrid entities. This 
research report also seeks to unpack the operation, implications and challenges of 
applying the new foreign partnership tax legislation from a South African tax 
perspective.  
1.2.2 The Sub-Problems 
 
The first sub-problem is to analyse the concept of hybrid entities. The focus is to 
differentiate these entities from similar structures in certain jurisdictions and to 
determine why such entities are created.  
 
The second sub-problem is to discuss the issues arising from the use of hybrid entities. 
This covers a range of issues including the classification of hybrid entities, challenges 
of taxing hybrid entities, tax arbitrage opportunities, unintended tax consequences of 
double non-taxation or double taxation, determination of residency and eligibility for 
tax treaty benefits.  
 
The third sub-problem is to examine the international approaches to taxing hybrid 
entities as recommended by the OECD. These approaches have been discussed by the 
OECD as part of the tax policy and compliance issues.  
 
The fourth sub-problem is to examine the approaches to taxing hybrid entities as 
adopted by selected jurisdictions such as the United States of America, the United 
Kingdom, Canada, Germany, the Netherlands and Denmark. The challenges 
experienced and related case law will be discussed with regard to the approaches 
adopted for some of these countries. 
 
The fifth sub-problem is to examine and compare the approach introduced into the 
South African tax legislation for classification and taxation of hybrid entities. As this is 
new legislation, part of this sub-problem is to understand how the South African 
approach of classifying and taxing hybrid entities actually operates, the implications 
and challenges of applying the new foreign partnership tax legislation. As the 
introduction of new tax legislation is generally faced with the balance between 
encouraging South African residents to remain internationally competitive and curbing 
tax avoidance schemes, how should this balance be achieved? 
5 
 
1.3 Research goals 
 
The research report will aim to achieve the following overall goal: 
This research will examine how the classification and taxation of offshore hybrid 
entities from a South African tax perspective compares to international approaches. To 
achieve this goal, the report will analyse the concept of hybrid entities, discusses the 
issues arising from the use of these entities in cross-border activities. It will then 
examine international approaches as recommended by the OECD and adopted by 
selected jurisdictions to compare with the foreign partnership legislation introduced into 
the South African tax system. As this is new legislation, the secondary goal of this 
research is to understand how the South African approach of classification and taxation 
of hybrid entities actually operates, the implications and challenges of applying the new 
foreign partnership tax legislation. The introduction of new tax legislation is generally 
faced with the balance between encouraging South African residents to remain 
internationally competitive and curbing tax avoidance schemes, how should this 
balance be achieved? 
1.4 Purpose of the research 
 
This research report will, primarily, compare the international approaches of 
classification and the taxation of hybrid entities as recommended by the OECD or those 
adopted by selected foreign jurisdictions to the South African approach. This 
comparative study is designed to draw on the experience with the widely differing 
approaches in order to determine whether the South African tax legislation on foreign 
partnerships effectively addresses the classification and taxation of hybrid entities and 
where appropriate, to adopt or adapt certain practices. As the concept of foreign 
partnership is new legislation from a South African perspective, the research report also 
considers aspects of the operation of the foreign partnership tax legislation. 
1.5 Significance of the study 
 
In South Africa, the topic of classification and taxation of hybrid entities has received 
little attention. Other than the leading South African international tax textbook, 
‘International Tax: A South African Perspective’, authored by Professor Lynette Olivier 
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and Mr Michael Honiball and a few other articles, the most notable being ‘The 
Challenges of Taxing Investments in Offshore Hybrid Entities: A South African 
Perspective’ authored by Professor Annet Wanyana Oguttu, which was published prior 
to the introduction of foreign partnership tax legislation, there is no single authority in 
South Africa that comprehensively deals with classification and taxation of hybrid 
entities from a South African perspective with particular focus on the application of the 
new foreign partnership legislation introduced in the South African tax legislation. This 
research expands on the work done by these authors.  
1.6 Research methodology  
 
The research method adopted consists of a literature review of the relevant provisions 
of the Act, publications by the South African National Treasury relevant to this 
research, South African and international textbooks, journal articles,  policies, 
guidelines, legislation and case law as well as international treaties relating directly to 
the objective of this research. 
1.7 Chapter outline  
 
Chapter 1: Introduction 
This chapter provides the background, research problem, sub-problems, research goals, 
purpose of the research, significance of the research, the research methodology and sets 
out the chapter outlines.  
 
Chapter 2: The concept of hybrid entities 
This chapter defines the following terms: hybrid, hybrid entity, fiscally transparent 
entity, partnership. It provides the distinction between a hybrid/fiscally transparent 
entity and a partnership. It discusses a few examples of fiscally transparent entities in 
selected jurisdictions. Finally it provides some if the reasons for forming or the use 
hybrid entities. 
 
Chapter 3: Issues arising from the use of hybrid entities 
This chapter discusses the issues that arise from the use of hybrid entities and the 
purpose of classifying these entities. It discusses the challenges experienced by tax 
authorities in taxing hybrid entities, the focus of this section is on issues of 
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classification, residency and the unintended tax consequences of double non-taxation, 
double taxation of cross-border activities and tax arbitrage opportunities. 
 
Chapter 4: International approaches to taxing hybrid entities as recommended by the 
OECD 
The chapter will examine the international approaches to taxing hybrid entities as 
recommended by the OECD. The focus will be on the publications issued by the OECD 
with regard to tax policy and compliance issues, namely the ‘Hybrid Mismatch 
Arrangements: Tax Policy and Compliance Issues’ report (2012) and ‘Addressing Base 
Erosion and Profit Shifting’ (2013) report. This chapter will highlight the significance 
of hybrid mismatch in the OECD project. 
 
Chapter 5: International approaches to taxing hybrid entities as adopted by selected 
jurisdictions 
This chapter discusses the approaches to classification and taxation of hybrid entities as 
adopted by selected counties including the United States of America, Canada, the 
United Kingdom, Germany, the Netherlands and Denmark. 
 
Chapter 6: Taxation of hybrid entities from a South African Perspective 
The chapter focuses on the South African tax treatment of hybrid entities, covering: 
- the new definition of foreign partnership and the amendments to various other 
sections in the Act;  
- the background for the adoption of this treatment; 
- the tax consequences of the new foreign partnership definition with particular focus 
of its impact on partnership members of foreign companies, distribution of profits, 
foreign tax credits, tax losses the increased administrative compliance burden;  
- the challenges of applying new foreign partnership definition for pre-existing 
entities; 
- the comparison of the South African approach to the international approaches; 
- consideration of whether South Africa should adopt the anti-abuse rules; and 
- the recommendation of what can be introduced in conjunction with the foreign 
partnership definition to ensure South African residents remain internationally 
competitive. 
 
Chapter 7: Conclusion  
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This chapter will link the previous chapters and summarise the findings of the research.  
1.8 Summary 
 
The purpose of this chapter was to provide the background and introduces the reader to 
the research problem and sub-problems, research goals, purpose of this research report, 
the significance of the study, the methodology used to answer the research question and 
the overview of the chapter outline.  
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2 THE CONCEPT OF HYBRID ENTITIES 
 
2.1 Introduction 
 
This chapter will define the following terms: hybrid, hybrid entity, fiscally transparent 
entity and partnership. The distinction between a hybrid/fiscally transparent entity and a 
partnership will also be discussed.  
 
This chapter will discuss the different forms of fiscally transparent entities in selected 
jurisdictions such as the Limited Liability Companies (‘LLC’) in the United States of 
America, Limited Liability Partnerships (‘LLP’) in the United Kingdom, Unlimited 
Liability Company (‘ULC’) in Canada, ‘société en nom collectif’ (‘SNC’) under the 
French Laws and the German ‘GmbH & Co KG’. The ‘GmbH & Co KG’ is a form of 
German partnership with at least two partners; a partner that is a Limited Partnership 
referred to as ‘Kommanditgesellschaft’ (‘KG’) and another that is a Limited Liability 
Company referred to as ‘Gesellschaft mit beschränkter Haftung’ (‘GmbH’) as the 
general partner, the unlimited liability partner in the partnership. 
 
This chapter will also discuss both the non-tax reasons and possible tax reasons for 
forming hybrid entities. 
2.2 Terms 
2.2.1 Hybrid 
 
A cross-border hybrid occurs when two or more jurisdictions treat the same transaction, 
instrument, transfer, or entity differently or inconsistently (Krahmal, 2005:99). 
2.2.2 Hybrid entity 
 
The term hybrid entity is generally used to refer to a legal relationship that is treated as 
a corporation in one jurisdiction and as transparent, usually a partnership, in another 
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jurisdiction (Arnold and McIntyre, 2002:144). It is characterised differently for income 
tax purposes in different tax jurisdictions (Olivier and Honiball, 2011:844). For 
example, under the laws of Country A, it may be possible to establish a form of 
business organisation in which the members own interests and have limited liability. 
Country A may treat this organisation as a partnership for income tax purposes, with the 
result that the members or partners are taxable on their share of the income of the 
organisation. In contrast, under the laws of Country B, the organisation itself may be 
characterised as a corporation, as a legal entity separate from its members or 
shareholders, with the result that the organisation itself is subject to tax on its income. 
Hybrid entities usually take the form of trusts or partnership structures. (Arnold and 
McIntyre, 2002:144). 
2.2.3 Fiscally transparent entity  
 
A fiscally transparent entity is one that has its corporate veil pierced for income tax 
purposes and profits and losses are attributed directly to the shareholders or members of 
the entity. Alternatively, an entity is fiscal transparent when, due to its legal nature, it is 
not subject to income tax, for example a partnership or a trust in some jurisdictions. 
(Olivier and Honiball, 2011:842). For the purposes of this research, the term fiscally 
transparent entity will be used to refer to a hybrid corporation or a hybrid partnership 
rather than to partnerships or trusts. 
2.2.4 Partnership 
 
A partnership in its simplest form may be defined as an agreement or understanding, 
between two or more parties, where the parties agree to operate in a manner which 
furthers their mutual interests. The parties to the agreement of partnership are termed as 
‘partners’ of the partnership. Such agreements for partnership may be oral or written, 
depending upon the laws of the country under which the partnership is organised. 
Another way to define a partnership is as a relationship existing between two or more 
persons who join to carry on a specific purpose like trade, business etc. (Sharma and 
Sharma, 2013:467). 
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A partnership exits when at least two persons enter into an agreement with the common 
goal of making a profit for all parties. Unlike the position in respect of a corporation, a 
partnership cannot have a single member. A partnership is not a separate legal entity, 
but constitutes an agreement between the parties. (Olivier and Honiball, 2011:162). 
 
For a long period of time, partnerships have been popular vehicles for running most 
types of businesses in both countries with civil law and common law systems. Over the 
years, various countries have developed different variants of partnerships and therefore 
the characteristics of a partnership vary depending on the laws under which it is 
organised and also the legal system prevalent in the country of their organisation. 
(Sharma and Sharma, 2013:467). 
2.3 The distinction between a hybrid/fiscally transparent entity and a partnership 
 
Partnerships typically only have partners who are responsible for the management, 
affairs of the partnership and are responsible for the liabilities of the partnership and for 
each of the other partners. The finer characteristics of a partnership depend on the 
specific laws of the jurisdiction concerned. (Sharma and Sharma, 2013:469). 
 
On the other hand, fiscally transparent entities which are mainly in the form of Limited 
Liability Corporations or Limited Liability Partnerships in many jurisdictions are 
different from partnerships as all of its partners have limited liability. Fiscally 
transparent entities combine the features and, in particular, the advantages of a company 
and partnership. Fiscally transparent entities are thought to be suitable as business 
vehicles where the investors wish to take an active role in the management of the 
business. (Sharma and Sharma, 2013:469). 
2.4 Fiscally transparent entities in selected jurisdictions 
 
There is a wide variety of hybrid entities. Below is a discussion of the various entities in 
selected jurisdictions that generally take the form of hybrid entities as they have 
attributes of both corporations and partnerships. 
2.4.1 United States of America 
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The ‘Limited Liability Company’ (‘LLC’) in the United States of America is 
recognized as a corporate entity in the United States of America but classified as a 
partnership for income tax purposes (Oguttu, 2009:67). This classification is as a result 
of an election made through the check-the-box regulations in the United States of 
America. Check-the-box is the ability which the United States of America’s tax 
residents have to elect if they wish a local or foreign entity to be viewed either as a 
transparent entity or non-transparent entity from a tax perspective (Olivier and 
Honiball, 2011:839). A check-the-box election cannot be made with respect to certain 
entities that are clearly corporations (so-called ‘per se corporations’). The election can 
be made with respect to LLCs, partnerships, joint ventures, branches. (Arnold and 
McIntyre, 2002:146). 
2.4.2 United Kingdom 
 
The Limited Liability Partnership (‘LLP’) in the United Kingdom exists as a corporate 
entity. The LLP comes into existence upon incorporation. It is a body corporate with 
legal personality separate from that of its members. It combines the organisational 
flexibility and taxation treatment of a partnership but with limited liability for its 
members. It is thus seen as a hybrid entity based substantially on the corporation model. 
In essence it is a body corporate with limited liability in the sense that its members are 
not personally liable for its debts beyond their financial interests in the LLP itself. It is 
incorporated by registration with an incorporation document thus fulfilling the role of 
the memorandum of association and subject to many of the accounting and disclosure 
requirements and other controls applicable to companies. But it has no shareholders or 
share capital, no directors, and no specific requirements as to meetings or resolutions. 
(Oguttu, 2009:64). 
 
In the United Kingdom, partnerships are governed by the Partnership Act 1890. In 
terms of this Act, partners in a firm are jointly and severally liable for all the debts and 
obligations of the partnership. The problem with partnerships in terms of this Act is that 
an individual partner’s personal assets are at risk from claims arising out of actions of 
partners that may exceed not only the firm’s insurance cover, but also the ability of the 
firm to meet the quantum of the claim from its own resources. To counteract the 
disadvantages of partnerships, the LLP structure was created. (Oguttu, 2009:64). 
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In general, partnership law in the United Kingdom does not apply to a LLP, but the 
arrangements between the partners may closely follow a traditional partnership 
agreement. For example, LLPs are run like general partnerships and they have a similar 
degree of management flexibility. The LLP’s existence as a corporate entity means that 
the effect of the general law is different in comparison with a partnership. (Oguttu, 
2009:64). 
2.4.3 Canada 
 
The Unlimited Liability Corporation (‘ULC’) in Canada is a corporate structure that 
permits a company to be incorporated with the flow of all profits and losses to 
shareholders. The ULC shelters shareholders from liability in most circumstances 
except upon liquidation of the company. Shareholders or past shareholders that 
disposed of their shares less than one year before liquidation become liable for the debts 
of the company. (Investopedia US, 2014). 
 
The Canadian provinces of Alberta, British Columbia and Nova Scotia allow for the 
creation of ULCs under their respective statutes. A ULC is a hybrid entity as it is 
treated as a corporation for Canadian tax purposes and can be treated as a flow-through 
or disregarded entity in other jurisdictions such as the United States of America. 
(Severino, 2012). 
 
An ULC may be an attractive vehicle for an investor from the United States of America 
expanding into Canada for reasons that may include:  
- It avoids double taxation in the United States of America, as unlike Canada, the 
United States of America does not provide full integration between corporation and 
personal taxation that may arise in corporate structures; 
- It allows for losses to flow through to the shareholders to offset a United States of 
America shareholder’s income; 
- It allows for investment in passive investments in Canada without triggering United 
States of America anti-avoidance rules for foreign holding companies; 
- It provides flexibility to defer United States of America’s  income tax on the ULC’s 
income (Canadian tax rates are lower than United States of America’s  tax rates) by 
allowing United States of America shareholders to elect to check-the-box to treat 
the ULC as a corporation for United States of America’s income tax purposes so 
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that the ULC income will not be taxed in the United States of America until it is 
repatriated; and 
- It has less stringent requirements to have Canadian directors (Severino, 2012). 
2.4.4 France 
 
Under French law, a ‘Société en Nom Collectif’ (‘SNC’) has separate legal personality 
although the partners are jointly and severally liable for its debts and obligations. Under 
French tax law, however, a SNC can elect to be taxed as a corporation. If another 
country treats the French SNC as a partnership, then residents of that other country with 
interests in the SNC would be treated as partners. Thus, if a French SNC borrows funds 
for use in its business, the interest will be deductible in computing the SNC’s income. If 
the owners of the SNC are residents of a country that treats the SNC as transparent, the 
interest deduction will also be available to those owners in their country of residence. In 
effect, the SNC can be used to obtain an interest deduction in both countries, 
significantly reducing the after-tax cost of financing. (Arnold and McIntyre, 2002:144 
also cited in Oguttu, 2009:51). 
2.4.5 Germany 
 
The German ‘GmbH & Co KG’ which is a form of partnership with at least two 
partners; one that is a limited partnership ‘Kommanditgesellschaft’ (‘KG’) and another 
that is a limited liability company ‘Gesellschaft mit beschränkter Haftung’ (‘GmbH’) as 
the general partner, the partner with unlimited liability in the partnership. The GmbH & 
Co KG is a form of fiscally transparent entity in Germany. The limited partnership with 
a limited liability company as general partner is a German law and tax construct, it is a 
combination of the advantages of a partnership and the exclusion of liability of a limited 
liability company. (SH+C German Auditors and Tax Advisors). The GmbH & Co KG 
is a partnership and is a variation of the usual partnership Kommanditgesellschaft (KG), 
as it has legal capacity and the capacity to sue and be sued. The corporation form of the 
GmbH & Co KG offers a great deal of room for maneuver in terms of company law and 
tax law. (GRP Rainer Lawyers and Tax Advisors). 
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The GmbH & Co KG is a separate form of the limited partnership where the general 
partner is not an individual but a limited liability company, thereby minimising the 
financial risk to the individual. It is advisable to have a written partnership agreement 
between the general partner, the partner with unlimited liability, and the limited 
partners. Usually the shareholders of the limited liability company are identical to those 
of the limited partners of the limited partnership. (Low-Tax Global Tax & Business 
Portal).  
 
The general partner, a limited company, often does not take part in the sharing of profits 
of the partnership and its shares are held by limited partner who can be authorized by 
the general partner by power of attorney to manage the partnership without losing their 
limited liability. In this way either as limited partners or as shareholders to the limited 
company all have limited liability, but the partnership is transparent for tax purposes. 
(Jones et al, 2002:304). 
2.5 Reasons for forming a hybrid entity 
2.5.1 Non-tax reasons for forming a hybrid entity 
 
The use of hybrid entities is common in international structures and is commonly used 
by Venture Capital Funds and Collective Investment Vehicles. There are various 
businesses reasons for using hybrid entities, including: 
- Flexibility in operations, unlike a company, a hybrid entity generally does not 
require a distinction between the owners of the company (its shareholders) and its 
managers (directors); 
- The partners have better control over management; 
- Limited liability for debts and obligations - members of hybrid entities in most 
jurisdictions, benefit from the limited liability, and so their own personal assets will 
be protected whilst those of the hybrid entity will be at risk; 
- Flexibility in international tax planning; 
- Tax protection for retained profits: these may be allocated as a profit share of the 
corporate member. The profits are ‘distributed’ as the share of profits to the 
members rather than distributed as dividends that are generally subject to 
withholding taxes; 
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- Flexible exit arrangements. The partnership agreement may provide that the 
corporate member’s capital entitlement on a sale is similar to that of a preference 
shareholder’s: the hybrid entity is entitled to a return of capital only; 
- Where there is possible access to special tax reliefs, the hybrid entity can claim 
those reliefs. (Ingles, 2013:12 and Taneja, 2006:5). 
2.5.2 Possible tax reasons for forming a hybrid entity 
 
The tax treatment of the LLP creates opportunities for tax avoidance, especially in a tax 
treaty context (Oguttu, 2009:56). 
 
For example, following promulgation of the check-the-box regulations in the United 
States of America, observant cross-border tax planners discovered that hybrid entities 
could be used to secure tax treaty benefits that clearly seemed inappropriate as a matter 
of policy. For example, under one popular structure, a Canadian parent corporation 
would hold debt of its subsidiary in the United States of America through a wholly 
owned limited liability company (LLC). When the subsidiary paid interest to the LLC, 
the interest was treated, for United States of American tax purposes, as income of the 
Canadian parent corporation, and a reduced rate of withholding tax was claimed under 
Article XI (Interest) of the United States of America-Canadian Tax Treaty. (Miller and 
Zhang, 2010). 
 
The allowance of tax treaty benefits seemed improper as a matter of tax treaty policy, 
because Canada considers the LLC to be a corporation and therefore did not consider 
the Canadian parent corporation to have earned any interest income, so there was no 
current tax in Canada on the interest for which United States of America’s tax treaty 
benefits were being claimed. Moreover, there was not even a deferred tax in Canada. 
When the LLC later transferred funds to the Canadian parent, such transfers were 
characterised as dividends and excluded from income for Canadian tax purposes. 
(Miller and Zhang, 2010). 
2.6 Conclusion 
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The purpose of chapter was to address the first sub-problem of this research study 
which was to analyse the concept of hybrid entities. The focus was to understand the 
various terms associated with hybrid entities, differentiate these entities from similar 
structures in certain jurisdictions and to determine why such entities are formed. 
  
It is clear that the hybrid entities may take on a variety of forms depending on the 
jurisdiction in which it was established. Now that the concept of hybrid entities has 
been established, the next step is to determine what the challenges experienced by tax 
authorities and investors in cross-border activities from the use of these hybrid entities. 
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3 ISSUES ARISING FROM THE USE OF HYBRID ENTITIES 
3.1 Introduction 
 
This chapter will discuss the challenges that arise from the use of hybrid entities, the 
challenges experienced by tax authorities in taxing hybrid entities and the purpose of 
classifying these entities for tax purposes.  
 
The focus of this section will be on the unintended tax consequences of double non-
taxation of cross-border activities and tax arbitrage opportunities. 
3.2 Challenges arising from the use of hybrid entities 
3.2.1 Classification of the hybrid entities for tax purposes  
 
Classification of an entity for tax purposes is needed by the source state in which 
another state’s entity is doing business in to determine whether to tax the entity or its 
members, the rate of tax, taxable income and in addition, where there is a tax treaty, 
whether the entity is a resident of the source state for purposes of the tax treaty. 
Classification is also required by the residence state of a partner in a hybrid entity 
formed under the law of another state to determine what type of income to tax, whether 
profits or dividends, the timing of taxation, when the income is earned or distributed, 
the cost base of assets in cases where co-ownership is taxed differently from 
partnerships, and whether foreign tax credits are available for the underlying tax. (Jones 
et al, 2002:288). 
 
The hybrid attributes of fiscally transparent entities make their classification difficult in 
cross border transactions. The classification rules may differ from one jurisdiction to 
another as will be illustrated in Chapter 5 below. Not all jurisdictions have rules 
specifically dealing with or prescribing the classification of hybrid entities and the 
absence of these rules may result in issues of classification and taxation of hybrid 
entities. 
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In most jurisdictions classification is based on civil or common law which may result in 
an entity classified as ‘transparent’ in one jurisdiction but ‘non-transparent’ in another 
jurisdiction. The divergence in approach among jurisdictions in classifying hybrid 
entities can result in a conflict in the classification in a cross-border scenario. (Taneja, 
2006:7). 
 
Hybrid entity classification can have a bearing on the following: 
- Determining the taxpayer – whether the entity or its members; 
- Application of provisions in the income tax legislation of that jurisdiction which 
could be entity specific; 
- Determination of residency of the entity; 
- Eligibility of the entity or its members for tax treaty benefits; 
- Nature of income derived by entity/members and taxation thereof; 
- Double taxation issues on account of mismatch in classification; 
- Tax-arbitrage opportunities and other unintended consequences. (Taneja, 2006:7). 
 
3.2.2 Residence issues 
 
The implications of a residence issue will be discussed in the following example.  
 
 
 
 
 
 
 
 
 
Diagram 1: Illustration of residence issues (Taneja, 2006:8) 
 
 
Country R  
Member 
Country R 
Entity 
(transparent)
Country S  
Corporation 
(non-
transparent) 
Dividends 
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An entity (Country S Corporation), was incorporated in a separate jurisdiction - 
Country S, from its shareholders/members who are residents of another jurisdiction - 
Country R. Country S treats Country S Corporation as non-transparent and is therefore 
subject to income tax in its own capacity in Country S.  
 
Country R on the other hand treats Country S Corporation as transparent (Country R 
Entity) and taxes the income from Country R Entity in the hands of the 
shareholders/members in Country R as it has a residence based tax system. Residence 
based tax system in simple terms means that residents of Country R are taxed on their 
worldwide income and it is not limited to source income.  
 
Country S Corporation distributes a dividend to its shareholders/members, this dividend 
is subject to dividend withholding tax in Country S.  
 
The questions that arise are whether Country R shareholders/members can avail 
themselves of benefits of the tax treaty between Country R and Country S? As the 
Country R Entity is not liable for tax in Country R, it may not qualify as ‘resident’ even 
though dividend is fully taxed in Country R. 
Can Country R restrict tax credit to the amount taxable in Country S? (Taneja, 2006:8). 
3.2.3 Double taxation 
 
The implications of a double taxation issue will be discussed using the facts discussed 
in the example above except that the distribution of profits from Country S Corporation 
to its shareholders in Country R occurs in year 2 and not the same year that the profits 
were generated in Country S Corporation. 
 
Country S Corporation is treated as non-transparent by Country S whereas the ‘same 
entity’ referred to ‘Country R Entity’ is treated as transparent by Country R. Country S 
taxes Country S Corporation in Year 1 on business profits as well as in Year 2 on 
distribution (as dividend withholding tax). 
 
On the other hand, since Country R regards Country R Entity as a Permanent 
Establishment (‘PE’) of the member in Country R, it also taxes the business profits in 
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Year 1. Double taxation arises from conflict in income allocation between the Country 
S Corporation and the PE of the members in Country R in Year 1. (Taneja, 2006:10). 
 
3.2.4 Double non-taxation 
 
The implications of a double non-taxation issue will be discussed in the following 
example.  
 
 
 
 
 
 
 
 
 
Diagram 2: Illustration of double non-taxation (Taneja, 2006:9) 
 
 
An entity (Country S Entity), operates in a separate jurisdiction - Country S, from its 
members/ shareholders who are residents of another jurisdiction - Country R.  Country 
S treats Country S Entity as transparent. Country S does not tax the profits as income is 
attributed to Country R member. 
Country R on the other hand treats Country S Entity as non-transparent (Country R 
Corporation) and does not tax profits as it is attributable to Country S Corporation. 
Double non-taxation arises from conflict in income allocation between the members in 
Country R Entity and Country S Entity. (Taneja, 2006:9). 
Country R  
Shareholder 
Country S 
Entity 
(transparent) 
Country R  
Corporation 
(non-
transparent) 
Business 
profits 
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3.2.5 Unintended treaty benefits 
In the tax treaty context, however, unwarranted tax advantages (or disadvantages) may 
arise if the entity is a hybrid entity. (Miller and Zhang, 2010). These advantages or 
disadvantages will be elaborated on in Chapter 4 that deals with the OECD 
Convention. 
3.2.6 The possibility of avoiding the ‘Controlled Foreign Company’ Legislation  
 
If one country classifies an entity as a partnership for tax purposes (with the result that 
the members or partners are taxable on their share of the entity’s income) and another 
country classifies the entity as a legal person or corporation (with the result that the 
entity itself is subject to tax on its income), the different treatment of the entity in the 
two countries creates many tax-planning opportunities. Taxes can be avoided by 
exploiting the differences between the tax treatment of taxpayers or transactions in the 
two countries. When an entity is classified as a corporation, the taxation of income may 
be deferred if the company does not distribute dividends to its shareholders. The 
deferral of taxes can be curbed when a country has controlled foreign company (CFC) 
legislation. Where the foreign entity is classified as a partnership, CFC legislation may 
not be applied to the entity if it is not classified as a company. Instead, the partners are 
taxed on their share of the profits of the partnership. The different tax treatment of the 
entities in the relevant countries can then be manipulated to avoid taxes. (Oguttu, 
2009:59). 
3.3 Conclusion 
 
The purpose of this chapter was to address the second sub-problem of this research 
study which was to discuss the issues arising from the use of hybrid entities. This 
covers a range of issues including the classification of hybrid entities, challenges of 
taxing hybrid entities, tax arbitrage opportunities, unintended tax consequences of 
double non-taxation or double taxation, determination of residency and eligibility for 
tax treaty benefits.  
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In order to curb the issues discussed in this chapter, there are various approaches 
available for classification and taxation of hybrid entities, these will be discussed in the 
next two chapters.  
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4 INTERNATIONAL APPROACHES TO TAXING HYBRID ENTITIES AS 
RECOMMENDED BY THE OECD 
 
4.1 Introduction 
 
The chapter will examine the international approaches to the classification and taxation 
of hybrid entities as recommended by the OECD. The focus will be on the publications 
issued by the OECD with regard to tax policy and compliance issues, namely the report 
‘Hybrid Mismatch Arrangements: Tax Policy and Compliance Issues’ (2012) and the 
report ‘Addressing Base Erosion and Profit Shifting’ (2013). This chapter will highlight 
the significance of hybrid mismatch in the OECD project. 
4.2 The reports published by the OECD  
4.2.1 The partnerships report 
 
The initial discussions of hybrid entities by the OECD were in 1999 when the OECD 
released a report entitled ‘The Application of the OECD Model Convention to 
Partnerships’ (‘partnerships report’). Briefly, the partnerships report addressed the 
following issues to the extent that it is relevant to this research: 
- Difficulties raised by ‘conflicts in classification’ when source state and residence 
state apply different articles of the tax treaty; 
- Potential for double non-taxation arising from conflict in classifications; 
- Difficulties related to foreign tax credits that can arise from the different treatment 
of partnerships. (Taneja, 2006:15).  
Some of the conclusions reached in the partnership report are summarized below, to the 
extent that they are relevant to the hybrid discussion in this research: 
- where a partnership is treated as fiscally transparent in a state, it cannot be a 
resident of that state for purposes of the Convention; 
- in determining whether a partnerships is fiscally transparent, the question is 
whether the amount of tax payable on the partnership income is determined in 
relation to the personal characteristics of the partners;  
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- the source state, in applying a Convention where partnerships are involved, should take 
into account the way in which an item of income is treated in the state of residence of 
the taxpayer claiming the benefit of the Convention (i.e., broadly, the state of source 
should take into account whether the state of residence treats the partnership as 
transparent or non-transparent). (Baker, 2002:5). 
The partnership report recognised that degrees of transparency existed but left this 
issue for a follow-up report. 
4.2.2  The hybrid mismatch report 
 
In the OECD report entitled ‘Hybrid Mismatch Arrangements: Tax Policy and 
Compliance Issues’ (‘hybrid report’), the OECD defines hybrid mismatch arrangements 
to be arrangements exploiting differences in the tax treatment of transactions, 
instruments, entities or transfers between two or more countries (OECD, 2012:5). 
 
In the hybrid report, the OECD has discussed issues arising from hybrid mismatch 
arrangements or international arbitrage strategies. It describes the main elements of 
hybrid mismatch arrangement to include hybrid entities (that is, entities that are treated 
as transparent for tax purposes in one country and as non-transparent in another 
country), dual residence entities (that is, entities that are resident in two different 
countries for tax purposes), hybrid instruments (that is, instruments which are treated 
differently for tax purposes in the countries involved and the most prominently as debt 
in one country and as equity in another country) and hybrid transfers (that is, 
arrangements that are treated as transfer of ownership of an asset for one country’s tax 
purposes but not for tax purposes of another country, which generally sees a 
collateralized loan). (OECD, 2012:7).  
 
The concerns raised by the OECD in regards to the above arbitrage strategies include 
double deduction schemes, deduction or no inclusion of income schemes and the 
artificial generation of tax credits. (OECD, 2012:7). 
The hybrid report focused on four policy responses for countries concerned with hybrid 
mismatches, these include: 
-  Harmonisation of domestic laws – having one theoretical approach to eliminate 
differences in tax treatment of entities. This option was mentioned for 
completeness but is not practical to implement.  
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- General anti-avoidance rules including ‘abuse of law’, ‘economic substance’, 
‘fiscal nullity’, ‘business purpose’ or ‘step transactions’ implemented to address 
some hybrid mismatch arrangements. The OECD has commented that the general 
anti-avoidance rules are effective but may not always provide a comprehensive 
response to cases of unintended double non-taxation through use of hybrid 
mismatch arrangements.  
- Specific anti-avoidance rules – include rules denying the deduction of payments in 
cases where the same are subject to minimum level of taxation in the country of the 
recipient,  
- Specific and targeted rules – rules specifically addressing hybrid mismatch 
arrangements as these take into account the treatment in both the domestic and 
foreign jurisdiction. The linkage of domestic tax treatment of a hybrid entity to the 
tax treatment in the foreign jurisdiction may reduce the possibility of hybrid 
mismatch but makes the application of the domestic law more complicated. 
(OECD, 2012:13-14). 
 
The OECD concludes the hybrid report with the following recommendation: 
- Countries to consider introducing or revising specific targeted rules denying hybrid 
benefits; 
- Sharing of information and intelligence by tax authorities; 
- Introducing hybrid mismatch tax disclosures to tax authorities. 
4.3 Conclusion 
 
The purpose of this chapter was to address the third sub-problem of this research study 
which was to examine the international approaches to taxing hybrid entities as 
recommended by the OECD. These approaches have been discussed by the OECD as 
part of the tax policy and compliance issues. 
  
It has been established that the OECD recommends four main approaches to curbing 
issues arising from the use of hybrid entities. It promotes the linking approach where 
the domestic tax treatment follows the tax treatment of the foreign jurisdiction. The 
OECD has also recommended that countries including non-member states to consider 
introducing or revising specific targeted rules addressing issues arising from hybrid 
entities. 
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5 INTERNATIONAL APPROACHES TO TAXING HYBRID ENTITIES AS 
ADOPTED BY SELECTED JURISDICTIONS 
 
5.1 Introduction 
 
This chapter will examine the approaches to classification and taxing of hybrid entities 
as adopted by selected jurisdictions including the United States of America, the United 
Kingdom, Canada, Germany, the Netherlands and Denmark. 
 
Not all jurisdictions follow the approach of linking the other jurisdiction entity’s form 
into the closest domestic law equivalent, various countries have adopted various 
approaches. 
 
The selected countries have introduced tax legislation dealing with hybrid entities. The 
approaches adopted by the selected countries will be discussed in this chapter to 
illustrate the various approaches available to tackle hybrid entities. These countries 
have either had this tax legislation in place for a few years and or have implemented 
similar tax legislation as the foreign partnership tax legislation introduced in South 
Africa which follows the tax treatment of the country of residence of the hybrid entity.  
 
This chapter will also cover anomalies or uncertainties experienced in applying the tax 
legislation and discuss the recent case law dealing with hybrid entities in the United 
Kingdom. This discussion will seek to provide guidance to some of the existing 
uncertainties in applying the tax provisions dealing with hybrid entities in South Africa.  
5.2 Classification and tax treatment of foreign hybrid entities in the selected 
jurisdictions 
The approaches of classification and taxation of foreign hybrid entities vary in the 
various jurisdictions. A jurisdiction could use one or more of the following: 
- Categorise all foreign entities regardless of the business form as corporations;  
- Categorise a foreign entity according to its legal form; 
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- Allow the taxpayer to choose the category; 
- Try to fit the entity into the closest categories of entity known in the domestic law 
which could sometime raise difficulty of how to determine how similar a foreign 
entity is to that jurisdiction’s partnerships as these vary. (Jones et al, 2002:305). 
5.2.1 United States of America 
Generally, the foreign tax treatment of an entity is not relevant to the United States of 
America’s taxation of that entity and its owners. If an entity is characterised as a 
partnership under the United States of America's tax law, the partners are considered 
the taxpayers for tax purposes in the United States of America, even if the entity is 
characterised as a corporation under the tax laws of its country of residence. (Miller 
and Zhang, 2010). 
The United States of America has a broad discretion to determine classification of 
foreign entities which includes: 
- a predetermined list of per se corporations that are always treated as corporations;  
- an election for classification through the check-the-box regulations; or  
- by application of default rules where a foreign entity is treated: 
o as a partnership if it has two or more members, at least one of whom does 
not have limited liability; 
o as an association if all the members have limited liability; or 
o as transparent if it has a single owner who does not have limited liability. 
(Jones et al, 2002:306 and Taneja, 2006:13).   
In terms of the United States of America’s Regulation section 301.7701-2(a) and 
301.7701-3 certain domestic and foreign business entities are characterised by default 
as disregarded entities (if they have only one owner) or partnerships (if they have more 
than one owner) for federal tax purposes in the United States of America, but can elect 
to be taxable as corporations under Regulation section 301.7701-2(b)(2). Certain 
foreign business entities with respect to which all the owners have limited liability are 
characterised by default as corporations, but can elect to be characterised as 
disregarded entities or partnerships (depending on whether they have more than one 
owner). (Miller and Zhang, 2010). 
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Curbing of abusive tax treaty structures 
The Taxpayer Relief Act 1997 added Code section 894(c) and (d) to provide rules for 
determining tax treaty eligibility for hybrid and reverse hybrid entities to the Internal 
Revenue Code to combat abuses of tax treaty benefits, for example, the use hybrid 
entities to secure tax treaty benefits that clearly seemed inappropriate as a matter of 
policy. A reverse hybrid is an entity that is treated as fiscally transparent for foreign tax 
purposes and as a taxable entity in the United States of America. Pursuant to Code 
section 894(c)(1), tax treaty benefits are denied to a foreign person with respect to an 
item of income derived through a partnership (or other fiscally transparent entity), if 
the item is not treated by the foreign country as an item of income of such person, the 
tax treaty does not address the treatment of income derived through partnerships, and 
the foreign country does not tax the distribution of the income from the partnership to 
the foreign person. (Miller and Zhang, 2010). 
Article 4(1)(d) of 1996 United States of America Model Tax Treaty addresses issues 
presented by hybrid entities ‘look through’ approach recognized for determining tax 
treaty eligibility. An item of income derived through hybrid entities will be considered 
as derived by a resident if the resident is treated as deriving the item of income. 
(Taneja, 2006:14). 
United States of America arbitrage rules 
The United States of America has introduced rules that specifically address mismatch 
arrangements, these include rules addressing the multiple deduction of the same 
expense and rules addressing abusive foreign tax credits transactions. (OECD, 
2012:15). 
To curb the  multiple deductions of the same expense, the Internal Revenue Service 
(‘IRS’) and the United States of America Treasury Department issued temporary 
regulations under section 1503(d) of the Internal Revenue Code (‘IRC’) in 1989, and 
final regulations in 1992. In response to subsequent developments, in particular various 
issues or concerns involving the interaction with the entity classification rules, the IRS 
and Treasury Department issued new final regulations under IRC section 1503(d) in 
2007 dealing with ‘Dual Consolidated Loss Regulations’ (‘DCL Regulations’).  These 
rules ensure that dual resident corporations are prevented from using a single economic 
loss once to offset income that was subject to United States of America tax, but not 
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foreign tax, and a second time to offset income subject to foreign tax, but not United 
States of America tax. In general, a dual consolidated loss is the net operating loss of a 
dual resident corporation, or the net loss attributable to a ‘separate unit’ (foreign 
permanent establishment) of a domestic corporation. A dual resident corporation is 
generally defined as a domestic corporation subject to the income tax of a foreign 
country on its worldwide income or on a residence basis. (OECD, 2012:17). This is 
effectively ring fencing of foreign losses. 
To curb abusive foreign tax credit transactions, the IRS and the Treasury Department 
issued under section 901 of the IRC final and temporary regulations: TD 9416 relating 
to the amount of taxes paid for purposes of the foreign tax credit. These regulations 
address cases where the foreign payment is attributable to a ‘structured passive 
investment arrangement’, which in general terms is an arrangement to exploit 
differences between United States of America and foreign tax law in order to permit a 
person to claim a foreign tax credit for the purported foreign tax payments while also 
allowing the counterparty to claim a duplicative foreign tax benefit. Thus, the final 
regulations provide that amounts paid to a foreign taxing authority that are attributable 
to a structured passive investment arrangement are not treated as an amount of tax paid 
for purposes of the foreign tax credit. (OECD, 2012:21). This is the foreign tax credit 
limitations of tax anti-avoidance schemes.  
Furthermore, the IRS and the Treasury Department issued under section 901(m) of the 
IRC provisions which address situations where foreign income taxes have been 
separated from the related income. These provisions suspend credits until the income 
related to those credits is included in taxable income of that taxpayer. In general terms 
these are transactions that create a difference between the United States of America tax 
base and the foreign tax base (due primarily to differences in the tax basis of the 
acquired assets), and may generate foreign tax credits without a related income 
inclusion for United States of America tax purposes. (OECD, 2012:21). This is a 
deferral mechanism of foreign tax credit until the related income is included in taxable 
income. 
5.2.2 Canada 
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In deciding whether a foreign entity is transparent or non-transparent, Canada pays 
particular attention as to whether the entity is regarded by the other jurisdiction as a 
corporation, association, foundation or other legal form, although not an exclusive test. 
(Jones et al, 2002:306). 
 
Canada generally compares the attributes of the foreign entity with the domestic entities 
and taxes the foreign entity the same way as the equivalent one in Canada. (Jones et al, 
2002:306). 
 
Curbing of abusive treaty structures 
The fifth protocol of the Convention between the United States of America and Canada 
with respect to taxes on income and capital (the ‘Treaty’) introduced new anti-hybrid 
rules in Article IV(7) intended to deny Treaty benefits for amounts of income, profit or 
gains involving hybrid entities. The new rules generally operate to deem an amount of 
income, profit, or gain to not be paid to or derived by a resident of a contracting state in 
certain circumstances. Since the benefits of the Treaty are extended only to residents of 
the contracting states, the particular amount of income, profit, or gain will not have the 
benefit of any reduced rate of tax that would otherwise be available under the Treaty. 
(Severino, 2012). 
Effective from 1 January 2010, as a result of the ratification of the fifth protocol of the 
Treaty, treaty-reduced withholding tax rates on payments by a Canadian ULC to a 
recipient in the United States of America, where the ULC is treated as a fiscally 
transparent entity for the United States of America’s tax purposes, are denied. The 
denial of treaty benefits on payments of dividends, interest and other payments, such as 
royalty payments, by ULCs to investors in the United States of America would make 
ULCs tax inefficient vehicles for investors in the United States of America. The 
Canada Revenue Agency published a series of advance income tax rulings and 
technical interpretations that accept the use of various repatriation strategies to avoid 
the application of the new anti-hybrid rule in certain situations. Canada Revenue 
Agency accepts these repatriation strategies only in certain circumstances. By way of 
example, a disregarded United States of America’s Limited Liability Company 
(‘LLC’) investing in an ULC can be tax inefficient, and even punitive in some 
situations, from a Canadian tax perspective. (Severino, 2012). 
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Canada arbitrage rules 
Although Canada believes that abusive foreign tax credit schemes can be successfully 
challenged under its existing general anti-avoidance rule, the magnitude of the problem 
warranted greater assurance through specific legislative action. In an attempt to curb 
abusive foreign tax credit transactions that inappropriately exploit differences in 
countries’ laws, in its Budget 2010, the Canadian government proposed measures that 
will deny claims for foreign tax credit in circumstances in which the income tax law of 
the jurisdiction levying the foreign income tax considers the Canadian taxpayer to own 
a lesser interest in the foreign special purpose entity than the Canadian taxpayer is 
considered to own for the purposes of Canada’s tax law. (OECD, 2012:21). 
5.2.3 United Kingdom 
The United Kingdom generally compares the attributes of the foreign entity with the 
domestic entities and taxes the foreign entity the same way as the equivalent one in the 
United Kingdom. This is done by testing a list of attributes. (Jones et al, 2002:306). 
Her Majesty Revenue and Customs (‘HRMC’) published a list of relevant factors for 
the purpose of classifying non-UK entities as transparent or non-transparent for tax 
purposes. These factors have no statutory force but represent HMRC’s distillation of 
the limited guidance provided by the courts. The factors, none of which are conclusive, 
are in summary: 
1) whether the entity has a legal existence separate from that of the persons that have 
an interest in it (in other words, whether it has legal personality); 
2) whether members of the entity are ‘entitled to profits as they arise’; 
3) whether the entity carries on business on its own behalf or via its members; 
4) whether the entity issues share capital or something similar; 
5) whether business assets belong beneficially to the entity or to its members; and 
6) whether the entity or its members are responsible for the debts of the business.  
 
HMRC attaches particular importance to (2) and (3). (McGowan, Thomson and 
Hardwick (2013). HMRC have a list of foreign entities which they have considered to 
be transparent or non-transparent, which includes a United States of America’s LLC as 
non-transparent – however they are at pains to point out that for any particular entity the 
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classification will depend on the specific facts including the details of its constitutional 
documents. (Ramsay, 2010). 
Two recent cases have considered the availability of double taxation relief in the United 
Kingdom in circumstances involving the United States of America’s hybrid entities. In 
the Swift UK v HMRC case, the Tribunal considered whether a United States of 
America’s LLC was a non-transparent or transparent entity for the United Kingdom's 
tax purposes and therefore whether a United Kingdom resident member of the LLC 
could obtain double tax relief for tax paid in the United States of America on his share 
of the profits. The Tribunal held, contradicting HMRC's established practice, that the 
LLC was transparent for the United Kingdom's tax purposes as it is more akin to a 
partnership than a company. This will be a concern, to the United Kingdom taxpayers 
with direct or indirect interests in LLCs. (Ramsay, 2010). 
 
In the Bayfine UK v HMRC case, a claim was successfully made to credit the United 
States of America’s taxes against a United Kingdom company's tax liability where such 
taxes arose on the same income in the company's parent in the United States of America 
as a result of the United Kingdom company being treated as transparent for tax 
purposes in the United States of America following a check-the-box election. The case 
looked at the analysis of the United State of America’s tax treaty and unilateral tax 
relief under United Kingdom law for a circumstance which had not been envisaged by 
the treaty or United Kingdom legislation. 
 
United Kingdom arbitrage rules 
Similarly to many jurisdictions, the United Kingdom introduced anti-abuse rules to 
target tax arbitrage arising from hybrid entities. The legislation applies to two types of 
situation, known as ‘deductions cases’ and ‘receipts cases’. The deductions cases are 
likely to be more commonly encountered in practice. These are where the tax advantage 
derives either from two deductions given in respect of the same expense or where a 
deduction is given but there is no corresponding pick-up of the receipt elsewhere within 
the structure. 
The rules apply to cross-border tax planning structures that include hybrid entities. 
While the legislation also seeks to counteract schemes involving hybrid instruments, it 
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is hybrid entities that are primarily utilised in cross-border tax planning and are the 
subject of these rules. The legislation only applies to counteract United Kingdom tax 
advantages if all of the following four factors apply: 
1) The structuring scheme involves a hybrid entity (or hybrid instrument). 
2) The result of the structuring scheme is that a double deduction is obtained for an 
expense; or a single deduction is obtained but is not matched by a taxable receipt. 
3) At least one of the main purposes of the structuring scheme is to obtain a United 
Kingdom tax advantage. 
4) The United Kingdom tax advantage arising from the scheme. 
The legislation applies to United Kingdom companies or branches. It does not operate 
on a self-assessment basis, but rather by HMRC issuing a notice. (McDermott Will & 
Emery, 2005). 
5.2.4 Germany 
The classification of a foreign entity for German tax purposes as a partnership or 
corporation is exclusively governed by German tax law and is based on a comparison 
of the main features of the foreign entity with the features of a comparable German 
entity (similar to the guidance regarding the German tax treatment of United States of 
America’s LLCs). (Deloitte, 2010). The classification of a foreign entity under the 
foreign tax laws is irrelevant for German tax purposes, for example the fact that the 
members of an LLC have exercised their election in the United States of America with 
regard to the LLC's tax treatment is irrelevant for German tax purposes (KPMG, 2010). 
For German tax purposes, a foreign entity may be classifiable either as an independent 
taxable entity (entity subject to corporate income taxation) or as a partnership and, 
where applicable, as the legally non-discrete branch (permanent establishment) of the 
foreign entity's sole member. The classification has relevance in particular for the 
taxation of the profit shares, profit distributions, and advance remuneration of members 
with resident tax status in the domestic territory and with regard to the entitlement to 
tax treaty benefits of a foreign entity that derives domestic-source income within the 
meaning of section 49 of the Income Tax Act in Germany. (KPMG, 2010). 
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The Ministries of Finance of the German States issued a decree, dated 19 March 2004, 
containing the following criteria to be considered for the tax classification of foreign 
entities:  
1) Centralization of management - One characteristic of a corporation is centralized 
management and representation. It is present where one or more persons, but not all 
members, have exclusive ongoing authority to make the decisions necessary for 
carrying out the company's business purpose without the approval of all (or the 
remaining) members. This is the case where the company's management and its 
representation in outside dealings are vested in third parties or in an independent 
body (board of managers), to which both members and non-members may belong. 
(KPMG, 2010). 
 
By contrast, there is no centralized management where the members manage the 
company's business themselves and have the sole right to represent it in outside 
dealings. (KPMG, 2010). 
 
2) Limited liability - The limited liability that is typical of a corporate entity is present 
where none of the members are personally liable for the company's debts or for 
claims against the company. (KPMG, 2010). 
 
3) Free transferability of interest - The free transferability of interests in the company 
to non-members is a material characteristic of a corporate entity. By contrast, 
interests in partnerships are as a rule not transferrable or transferrable only subject 
to limitations or only with the consent of the other partners. Free transferability of 
interests exists where, under applicable law or the operating agreement, the 
economic and membership rights conferred by the membership interest may be 
transferred to third parties without the consent of the other members, such that the 
transferee succeeds fully to all of the transferor's membership rights. Conversely, 
free transferability does not exist where transfer is contingent on the consent of all 
members or certain members. (KPMG, 2010). 
 
4) Discretion to access profits - In a corporate entity, the allotment of a share of profits 
to a shareholder is determined by a shareholder resolution that is adopted once 
annually. In the case of partnerships, no distribution resolution is generally required 
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in order for the partner to dispose of its share of the partnership profits. (KPMG, 
2010). 
 
5) Equity contribution - The shareholders of a corporate entity are required to provide 
the company with capital in the form of contributions. By contrast, there is no 
statutory requirement that a partnership must be provided with equity capital. If the 
operating agreement dispenses with capital contributions or permits these to take the 
form of services, this is indicative of a partnership. (KPMG, 2010). 
 
6) Continuity of life - A material characteristic of a corporate entity is its principle 
perpetual duration, i.e. duration independent of the composition of its shareholders. 
(KPMG, 2010). 
 
7) Profit distribution - For corporate entities, a shareholder's profit share is determined 
by the par values of the stock or by the ownership interests. For partnerships, 
distribution is as a rule proportionate to contributions and otherwise per capita. The 
ability to distribute a portion of profits without regard to contributions takes account 
of the personal efforts of a partner in a partnership, whereas for corporate entities 
the shareholder's role as a provider of capital is of primary importance. (KPMG, 
2010). 
 
8) Formal requirements for organisations - Entry in the Commercial Register is a 
condition precedent to the existence of German stock corporations, partnerships 
limited by shares, and limited liability companies. Entry takes place only after 
verification that organisation and registration are in order. Consequently, in order to 
form a corporate entity, a public body must confirm the acceptability of its articles. 
It is thus not enough merely to enter into a shareholder agreement. By contrast, 
commercial partnerships come into existence upon the conclusion of the partnership 
agreement. Entry in the Commercial Register is relevant only with respect to 
validity with regard to third parties. (KPMG, 2010). 
 
9) Other criteria - The foreign entity's legal capacity or lack thereof in the foreign 
jurisdiction plays no decisive role for classification purposes in addition to the 
characteristics mentioned. Similarly, the number of members is also not a suitable 
criterion for distinguishing between corporate entities and partnerships. 
(KPMG, 2010). 
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A case-by-case basis for the classification of the foreign entity as company or 
partnership is required. An overall assessment of whether the characteristics more 
closely resemble those of a typical corporation or those of a partnership. (Taneja, 2006: 
16). Each of the criteria listed above must be viewed on its particular relevance and no 
single criterion is controlling. If such judgment on the basis of all the facts and 
circumstances does not readily yield a conclusion, then the LLC is classified as a 
corporation if the majority of the criteria under clauses (1) to (5) above indicate 
corporate characteristics. (Schmidt, 2008). 
 
German arbitrage rules 
Germany has introduced rules that specifically address mismatch arrangements, these 
include rules addressing the multiple deduction of the same expense and non-inclusion 
of income which is deductible at the level of the payer. (OECD, 2012:15). 
To curb multiple deduction of the same expense, section 14.1.5 of the Corporation Tax 
Act in Germany prevents dual-resident companies from deducting the same loss in 
both Germany and another country. A parent company’s negative income is not taken 
into account for purposes of the group taxation regime if the negative income is also 
taken into account in a foreign country in a manner corresponding with the taxation 
applied to the parent company under the German system. (OECD, 2012:15). 
Profit distributions are generally tax-exempt for the recipient company. In order to curb 
the non-inclusion of income which is deductible at the level of the payer, section 8b(1) 
of the Corporation Tax Act in Germany denies the tax exemption for constructive 
dividends (verdeckte Gewinnausschüttungen) if such dividends were deductible 
expenses for the paying company. (OECD, 2012:19). 
5.2.5 Netherlands 
The Netherlands, like many other jurisdictions, uses its own criteria to determine if 
foreign hybrid entities must be considered taxable entities in which case they are seen 
as ‘participations’ which qualify for the participation exemption, or as transparent 
entities in which case they should be seen as a foreign branch office of the Netherlands 
participant/limited partner, subject to the Netherlands foreign branch income 
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exemption. It should be noted that the two Netherlands tax exemptions, one for income 
from and capital gains realised with participations and the other one for branch income, 
differ markedly from each other so changing the one exemption for the other may 
make considerable financial difference. The foreign tax criteria (like the question ‘is 
the hybrid entity subject to tax itself under foreign tax law?’) play no role in the 
Netherlands entity tax classification process either. (Peters, 2010:1). 
The Netherlands Ministry of Finance offers taxpayers guidance in the ‘Netherlands tax 
classification of foreign entities’ process via a so-called resolution, dated 
18 December 2004, which contains the following criteria (also referred to as the four-
factor test):  
1) Can the foreign entity, under its own legal system, own the assets with which the 
hybrid entity is conducted? 
2) Is there at least one participant in the foreign entity who is liable for the debts of the 
hybrid entity without limitation? 
3) Does the foreign entity have a capital dividend into shares? Is it a distribution of 
dividends or is it share of profits by the members of the foreign entity. 
4) Can new participants access the foreign entity or can a participant transfer their 
share in the foreign entity to other participants without the unanimous acceptance by 
all participants? (Peters, 2010:1 and Taneja, 2006:17). 
The answers to the above four questions will basically determine whether, from a 
Netherlands corporate income tax viewpoint, the foreign entity qualifies as a corporate 
tax entity or as a tax partnership. In case the foreign entity is legally comparable to a 
Netherlands ‘Commanditaire Vennootschap’ (‘CV’) (equivalent to a Netherlands LLP, 
it has at least one general partner and one limited partner) which is the case if questions 
1 and 2 above have been answered affirmatively, the foreign entity is a ‘CV lookalike’ 
in which case criterion 3 loses its significance and criterion 4 needs to be looked at in 
detail, in which case a set of additional Netherlands rules apply, as follows: 
a) the foreign entity conducts an enterprise in its own name; 
b) there is at least one general partner and one limited partner; 
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c) the general partners are liable for the debts of the foreign entity without limitation 
(although they might be foreign entity’s themselves); 
d) the limited partner is only liable up to the amount of his capital contribution; 
e) the limited partner does not act towards third parties as representing the joint 
venture. 
These Netherlands criteria are not part of any foreign entity tax classification rules, so 
a mismatch between the Netherlands and the foreign tax classification can easily result 
in a foreign hybrid entity. (Peters, 2010:1). 
A good example of this would be the German KG: This entity very much resembles a 
Netherlands CV (the words even mean the same in the two languages), so from a 
Netherlands corporate income tax viewpoint, German KG structures where a German 
limited liability company acts as the general partner (‘GmbH & Co KG’ structures) are 
‘CV lookalikes’. It will then depend on the internal rules in the KG as concerns the 
access of new partners and the transfer of partnership shares between partners, whether 
the German KG is seen as a tax entity (‘Open KG’ from a Netherlands tax viewpoint) 
or as a tax transparent entity (‘Closed KG’). (Peters, 2010:2). 
 Under German law a KG is always tax transparent. The Netherlands distinction 
between Open CV’s and Closed CV’s, is used to distinguish foreign entity interests in 
‘foreign participations’ and ‘foreign branch offices’, based on the domestic foreign 
entity rules concerning their accessibility to new partners and to the transferability of 
partnership interests between partners, is a rather unpractical one. Obtaining consent 
from all other participants for each and every change in the partnership composition is 
in fact unworkable in partnerships with more than just a few partners. This, however  
implies that the foreign entity which resemble their Netherlands CV counterparts will 
usually be regarded as an ‘Open KG’ in which case they are treated as ‘participations’ 
of the Netherlands limited partner who participates in such a foreign entity even though 
abroad they are treated as tax transparent. A mismatch between the Netherlands and the 
foreign tax treatment of the foreign entity is therefore often unavoidable. (Peters, 2010: 
2). 
 
The Dutch Ministry of Finance published an updated annex (Annex) to the decree on 
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the qualification of foreign entities dated 21 December 2009 (Decree). The Decree 
provides for criteria that taxpayers have to apply for purposes of determining whether 
entities qualify as non-transparent or transparent from a Dutch corporate tax 
perspective. The Annex lists what the Ministry of Finance has qualified as non-
transparent or transparent for tax purposes in the Netherlands. Taxpayers should take 
into account, however, that as under the previous annex, the qualifications as set out in 
this Annex merely serve as an indication for the possible classification of the foreign 
entity. Therefore, every entity has to be analysed on a case-by-case basis. (Taxand’s 
Take, 2010). 
Under Dutch tax law a foreign entity can qualify as non-transparent or transparent. This 
distinction is relevant for the tax treatment of the Dutch resident taxpayer that holds an 
interest in a foreign entity. For purposes of qualifying foreign entities as non-
transparent or transparent, the Decree distinguishes corporations from partnerships. 
Corporations always qualify as non-transparent while partnerships are, in principle, 
treated as tax transparent unless their shares are freely transferable. The qualification 
of the foreign entity from a foreign tax perspective is not relevant for the Dutch 
analysis. Furthermore, the qualification rules do not apply to foreign entities that are 
comparable to an association, foundation, mutual fund, trust, special fund or 
cooperative entity. Separate guidance is utilised for these entities. (Taxand’s Take, 
2010). 
5.2.6 Denmark 
In deciding whether a foreign entity is transparent or non-transparent for Danish tax 
purposes, Denmark considers whether the entity is regarded by the other jurisdiction as 
a corporation or a transparent entity. Section 2A of the Corporate Tax Act in Denmark 
provides that a foreign entity will be deemed to be transparent for Danish tax purposes 
if the hybrid entity is transparent according to the tax law in the country where the 
foreign entity is resident. (Wittendorf, 2013). 
Fibbe refers to this method as the corporation resemblance-based method. The criteria 
used in the corporation resemblance-based method, is largely based on civil law 
characteristics of the domestic entities liable to tax under domestic law. Based on the 
corporate law characteristics, it is determined that the foreign entity resemble local 
entity liable for corporate income tax. (Fibbe, 2009:154).  
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The Danish National Assessment Council has in previous rulings deemed foreign 
entities transparent for Danish tax purposes in cases where the foreign entity is 
categorised as a partnership. (Bjornholm and Hansen (2005). 
Denmark arbitrage rules 
Denmark has introduced rules that specifically address mismatch arrangements. These 
include rules addressing the multiple deduction of the same expense, deduction of 
payments which are not included in taxable income of the recipient and non-inclusion 
of income which is deductible at the level of the payer of the expense. (OECD, 
2012:15). 
To curb multiple deduction of the same expense, section 5G of the Tax Assessment 
Act in Denmark provides that a Danish resident taxpayer is not entitled to claim a 
deduction for an expense if (i) that expense is claimable under foreign tax rules against 
income that is not included in the computation of Danish tax, or (ii) if under the foreign 
tax rules, the expense is deductible against income derived by affiliated companies 
which is not included in the computation of Danish tax. (OECD, 2012:15). 
To curb the deduction of payments which are not included in taxable income of the 
recipient, section 2A to the Danish Corporate Tax Act provides that a foreign entity is 
treated as transparent for purposes of the Danish tax law if (i) the foreign entity is 
treated as transparent for tax purposes in a foreign country, (ii) the income of the 
foreign entity is included in the foreign taxable income of one or more affiliated 
companies in the foreign country that treats the foreign entity as transparent; (iii) the 
foreign affiliated companies control the foreign entity, and (iv) the foreign jurisdiction 
is an European Union country, or has concluded a tax treaty with Denmark. In these 
circumstances, the foreign entity will not be entitled to a deduction for payments made 
to the parent company since the payments are considered to be within the same legal 
entity. (OECD, 2012:17). 
To curb non-inclusion of income which is deductible at the level of the payer of the 
expenditure, Denmark has also introduced domestic legislation, section 2B to the 
Danish Corporate Tax Act to deal with cases of deduction/no inclusion through the use 
of hybrid financial instruments. (OECD, 2012:18). 
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5.3 Conclusion 
 
The purpose of this chapter was to address the fourth sub-problem of this research study 
which was to examine the approaches to taxing hybrid entities as adopted by selected 
jurisdictions such as the United States of America, Canada, the United Kingdom, 
Germany, the Netherlands and Denmark.  
It is clear that jurisdictions do not normally take any foreign legal aspects into account 
when establishing their tax classification of foreign entities: they invariably use their 
own criteria. These criteria manifestly differ per country. There are no signs that 
countries are planning, or even willing, to align their entity tax classification rules with 
one another, any time soon (Peters, 2010). 
It has been established that in addition to the classification rules, most jurisdictions 
have anti-abuse rules addressing issues arising from hybrid entities either incorporated 
into the tax legislation or separate regulations applied by the relevant tax authorities. 
These rules take the form of either general anti-avoidance rules or specific anti-
avoidance rules. 
Now that the concept of hybrid entities has been established and the various 
international approaches examined, the next step is to determine how the South African 
approach compares with the international approaches, if at all.  
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6 TAXATION OF HYBRID ENTITIES FROM A SOUTH AFRICAN 
PERSPECTIVE 
6.1 Introduction 
 
The previous chapters have focused on hybrid entities from a general international tax 
perspective. This chapter will focus on the South African tax treatment of hybrid 
entities. It will begin with the background for the adoption of the new treatment, it will 
cover the new definition of foreign partnership and the amendments to various other 
sections in the Act such as ‘company’ and ‘person’ definitions in section 1 and section 
24H(1) and (5)(a) of the Act.  
 
The tax consequences of applying the foreign partnership definition will be highlighted. 
This will also cover the South African tax treatment as prescribed in section 24H that 
needs to be adopted by the South African shareholder/ partner/ member for the hybrid 
entities discussed in Chapter 2 above. The South African approach will be compared to 
the approaches discussed in Chapters 4 and 5 of this research report. 
 
The introduction of new tax legislation is generally faced with the balance between 
encouraging South African residents to remain internationally competitive and curbing 
tax avoidance schemes. With this statement in mind, this chapter will also discuss the 
following: 
- how the foreign partnership actually operates, the implications and challenges 
experienced in applying the foreign partnership legislation as no guidelines were 
provided in conjunction with the introduction of the foreign partnership provisions, 
specifically with regard to the transitional arrangements for pre-existing entities;  
- whether or not South Africa should introduce anti-abuse rules that other 
jurisdictions apply; and 
- how South Africa can assist its residents to remain internationally competitive. 
 
6.2 Introduction of the new foreign partnership definition  
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Prior to 24 August 2010 South Africa did not have tax legislation that dealt with hybrid 
entities. It was arguable whether a foreign hybrid entity such as the LLC and LLP 
discussed in Chapter 2 above, could be regarded as a company for South African tax 
purposes. Following a request by taxpayers for clarity on the tax treatment of these 
entities for South African tax purposes, because of their growing use by South Africans 
investing offshore, the foreign partnership definition was introduced into the South 
African income tax legislation. This definition seeks to provide certainty on the tax 
treatment of foreign hybrid entities and assist in curbing some forms of cross-border 
entity arbitrage that often result from different treatment of entities under different 
jurisdictions. (‘Explanatory Memorandum on the Taxation Laws Amendment Bill, 
2010’:86). 
 
The provisions that specifically cater for foreign partnerships include: 
• the newly defined terms in section 1 of the Act, being ‘foreign partnership’, 
‘company’ and ‘person’; and 
• section 24H provisions. 
6.2.1 Definition of foreign partnership in section 1 of the Act 
 
‘foreign partnership’, in respect of any year of assessment, means any partnership, association, 
body of persons or entity formed or established under the laws of any country other than the 
Republic if—  
(a) for the purposes of the laws relating to tax on income of the country in which that 
partnership, association, body of persons or entity is formed or established—  
(i) each member of the partnership, association, body of persons or entity is 
required to take into account the member’s interest in any amount received by 
or accrued to that partnership, association, body of persons or entity when 
that amount is received by or accrued to the partnership, association, body of 
persons or entity; and  
(ii) the partnership, association, body of persons or entity is not liable for or 
subject to any tax on income in that country; or 
(b) where the country in which that partnership, association, body of persons or entity is 
formed or established does not have any applicable laws relating to tax on income—  
(i) any amount—  
(aa) that is received by or accrued to; or  
(bb) of expenditure that is incurred by,  
the partnership, association, body of persons or entity is allocated concurrently with the 
receipt, accrual or incurral to the members of that partnership, association, body of 
persons or entity in terms of an agreement between those members; and  
(ii) no amount distributed to a member of a partnership, association, body of persons or 
entity may exceed the allocation contemplated in subparagraph (i) after taking into account 
any prior distributions made by the partnership, association, body of persons or entity. 
 
The definition of ‘foreign partnership’ was inserted by section 6 (1)(j) of Act 7 of 
2010 with effect from the commencement of years of assessment commencing on or 
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after 1 October, 2011 in the case of any foreign partnership that is established or 
formed before 24 August, 2010, and with effect from the date of establishment or 
formation in the case of any foreign partnership that is established or formed on or 
after 24 August, 2010. 
 
The background, applications and the implications of this definition will be discussed in 
6.3 and 6.4 below.  
6.2.2 Other amendments to the South African legislation 
 
In order to ensure consistent tax treatment throughout the South African tax legislation, 
the following sections, discussed below, were amended to align and incorporate the new 
foreign partnership definition.  
6.2.2.1 Definition of company contained in section 1 of the Act 
 
‘company’ includes—  
(a) any association, corporation or company (other than a close corporation) incorporated or 
deemed to be incorporated by or under any law in force or previously in force in the 
Republic or in any part thereof, or any body corporate formed or established or deemed to 
be formed or established by or under any such law; or  
(b) any association, corporation or company incorporated under the law of any country other 
than the Republic or any body corporate formed or established under such law; or  
(c) any co-operative; or  
(d) any association (not being an association referred to in paragraph (a) or (f)) formed in the 
Republic to serve a specified purpose, beneficial to the public or a section of the public; or  
(e) any—  
(i) …..  
(ii)  portfolio comprised in any investment scheme carried on outside the Republic 
that is comparable to a portfolio of a collective investment scheme in 
participation bonds or a portfolio of a collective investment scheme in 
securities in pursuance of any arrangement in terms of which members of the 
public (as defined in section 1 of the Collective Investment Schemes Control 
Act, 2002 (Act No. 45 of 2002)), are invited or permitted to contribute to and 
hold participatory interests in that portfolio through shares, units or any other 
form of participatory interest; or  
(f) a close corporation,  
but does not include a foreign partnership;  
 
The definition of ‘company’ contained in section 1 of the Act was amended to 
specifically state that it does not include a foreign partnership. This amendment 
effectively impacts beyond the definition of company as there are other definitions that 
refer to the company definition in section 1.  
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The definition of 'foreign company' contained in section 1 of the Act refers to a 
company as defined, this means that for a foreign entity to qualify as a foreign company 
for South African tax purposes, it must first meet the requirements of the definition of a 
company.  
 
The definition of a foreign company in turn impacts on the definition of controlled 
foreign company contained in section 9D of the Act. For a foreign entity to qualify as a 
controlled foreign company it must also first meet the requirements of a company for 
South African tax purposes.  
6.2.2.2 Definition of person contained in section 1 of the Act 
 
‘person’ includes—  
(a) an insolvent estate;  
(b) the estate of a deceased person;  
(c) any trust; and  
(d) any portfolio of a collective investment scheme other than a portfolio of a collective 
investment scheme in property,  
but does not include a foreign partnership;  
 
The definition of person was also amended to specifically exclude a foreign partnership.  
 
The exclusion of a foreign partnership from the definitions of company and person is to 
effectively align the concept of a foreign partnership to the South African partnerships 
that do not have a distinct legal personality for tax purposes, whether in the form of a 
person as defined or a company as defined. This statement leads us to the discussions of 
the amendments to section 24H of the Act that deals with partnerships. 
6.2.3 Amendments to section 24H 
 
24H. Persons carrying on trade or business in partnership. 
1) For the purposes of this section, ‘limited partner’ means any member of a partnership en 
commandite, an anonymous partnership, any similar partnership or a foreign partnership, if 
such member’s liability towards a creditor of the partnership is limited to the amount which the 
member has contributed or undertaken to contribute to the partnership or is in any other way 
limited.  
2) Where any trade or business is carried on in partnership, each member of such partnership 
shall, notwithstanding the fact that he may be a limited partner, be deemed for the purposes of 
this Act to be carrying on such trade or business.  
3) Notwithstanding anything to the contrary in this Act contained, the amount of any allowance or 
deduction which may be granted to any taxpayer under any provision of this Act in respect of or 
in connection with any trade or business carried on by him in a partnership in relation to which 
he is a limited partner shall not in the aggregate exceed the sum of—  
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(a) the amount, whether it consists of the taxpayer’s contribution to the partnership or of any 
other amount, for which the taxpayer is or may be held liable to any creditor of the 
partnership; and  
(b) any income received by or accrued to the taxpayer from such trade or business.  
4) Any allowance or deduction which has been disallowed under the provisions of subsection (3) 
shall be carried forward and be deemed to be an allowance or deduction to which the taxpayer 
is entitled in the succeeding year of assessment.  
5)  
(a) Where any income has in common been received by or accrued to the members of any 
partnership or foreign partnership, a portion (determined in accordance with any 
agreement between such members as to the ratio in which the profits or losses of the 
partnership are to be shared) of such income shall, notwithstanding anything to the 
contrary contained in any law or the relevant agreement of partnership, be deemed to have 
been received by or to have accrued to each such member individually on the date upon 
which such income was received by or accrued to them in common.  
(b) Where a portion of any income is under the provisions of paragraph (a) deemed to have 
been received by or to have accrued to a taxpayer, a portion (determined as aforesaid) of 
any deduction or allowance which may be granted under the provisions of this Act in the 
determination of the taxable income derived from such income shall be granted in the 
determination of the taxpayer’s taxable income so derived 
 
The definition of a ‘limited partner’ in section 24H(1) of the Act now specifically 
includes a ‘foreign partnership’ resulting in the members of a foreign partnership to be 
subject to the provisions of section 24H of the Act.  
 
6.3 Tax consequences of the new foreign partnership definition 
 
In terms of South African law, a partnership does not have a distinct legal personality 
from its partners. Thus members of a partnership are liable for the debts of a partnership 
equally or as agreed by them. The Act follows this principle and does not treat a 
partnership as a legal person. Partnerships are thus excluded from the definition of a 
person in the Act and are thus not subject to South African tax. The partners are taxed 
on the income of the partnership equally (or in accordance with the terms of a 
partnership agreement) and likewise the expenses of the partnership are claimed by the 
partners. Any proceeds received from the disposal of a partnership’s assets will be 
included in each partner’s income for capital gains tax purposes. (De Koker and 
Williams, 2013). In line with the addition of a definition of a foreign partnership into 
the Act, the definition of a person in section 1 has been amended so as to exclude a 
foreign partnership. This means that a foreign partnership is now treated as being 
fiscally transparent (i.e. having no separate legal personality) for South African income 
tax purposes. Consequently, the income of a foreign partnership is taxed in the hands of 
its South African partners as is the case in respect of South African partnerships. 
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Furthermore, the definition of a company has been amended to exclude a foreign 
partnership from being regarded as a company for South African tax purposes. 
 
A number of jurisdictions such as the United States of America, the United Kingdom, 
Canada, France and Germany have hybrid entities which have separate legal personality 
with the characteristics of a partnership as discussed in Chapter 2 above.  
 
In the case of the United State of America this hybrid entity is known as a Limited 
Liability Company (‘LLC’). The LLC is treated as a legal person in the US and 
provides its shareholders with an option of treating it as either a company or a 
partnership with limited liability. An LLC which has opted to be treated as a partnership 
is now also regarded as a foreign partnership for South African tax purposes and the 
partners are taxable on the profits of the partnership. (‘Explanatory Memorandum on 
the Taxation Laws Amendment Bill, 2010’:86). 
 
The hybrid entity in the United Kingdom is known as a Limited Liability Partnership 
(‘LLP’). Though this entity has a separate legal personality, its income is taxable in the 
hands of each partner thus it is now regarded as a foreign partnership for South African 
tax purposes. (‘Explanatory Memorandum on the Taxation Laws Amendment Bill, 
2010’:86). 
 
German legislation caters for a form of commercial partnership known as a GmbH & 
Co KG in terms of which the German Limited Partnership ‘Kommanditgesellschaft’ 
(‘KG’) forms a partnership with a limited liability company ‘Gesellschaft mit 
beschränkter Haftung’ (‘GmbH’). The GmbH & Co KG is a partnership but is a 
variation of the usual partnership Kommanditgesellschaft (KG), as it has legal capacity 
to sue and be sued,  (GRP Rainer Lawyers and Tax advisors) however, it is a fiscally 
transparent entity in Germany thus it is now regarded as a foreign partnership for South 
African tax. 
 
These types of entities are now regarded as foreign partnerships for South African tax 
purposes with the result that their income is now taxable in the hands of any South 
African resident that is a member of such 'associations'.  
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6.3.1 Impact on South African investors in foreign companies 
 
Prior to the amendment, the LLCs, LLPs as well as GmbH & Co KG could have been 
seen as being companies and not partnerships due to their legal nature for purposes of 
South African tax law. As a result of this, these entities were treated as controlled 
foreign companies (‘CFCs’) in terms of section 9D of the Act in instances where a 
South African ‘shareholder’ held more than 50% of the ‘shareholding’ in these entities. 
If the income of these foreign entities did not meet any of the CFC exemptions 
contained in section 9D of the Act, the South African ‘shareholder’ would then be 
required to attribute the foreign entity’s income into its taxable income. Likewise, if the 
income of these foreign entities did meet any of the CFC exemptions contained in 
section 9D of the Act, the foreign entity’s income would be exempt and will not be 
attributable to the South African ‘shareholder’. 
 
The new foreign partnership legislation has resulted in certain entities that were 
previously treated as CFCs in terms of section 9D of the Act being treated as foreign 
partnerships for South African tax purposes. This is due to the fact that these entities are 
no longer considered as companies as defined in section 1 of the Act. This means that 
the income of the foreign partnership is now attributed to the South African partner and 
the provisions and exemptions contained in the CFC rules contained in section 9D of 
the Act are no longer applicable to these entities as these entities are no longer regarded 
as CFCs in terms of section 9D. 
 
The change in the treatment of these entities from CFCs to foreign partnerships may 
inadvertently result in deemed exit charges in terms of section 9H and paragraph 12 of 
the Eighth Schedule of the Act for the CFC that is now ceasing to be a CFC for South 
African tax purposes, and instead being classified as a foreign partnership. 
   
In addition, foreign entities which are less than 50% held by one or more South African 
shareholders in the aggregate are excluded from the CFC provisions and their income is 
ignored for South African tax purposes. Nevertheless, with the new foreign partnership 
legislation, any shareholding or interest in a foreign partnership is now taken into 
account for purposes of attributing an appropriate percentage of the income of these 
entities' income into the South African tax net. Consequently, this increases the number 
of entities that need to be taken into account from a compliance perspective. 
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6.3.2 Impact on distribution of profits 
 
In line with this reasoning that the LLCs, LLPs as well as GmbH & Co KG could have 
been seen as being companies and not partnerships due to their legal nature for purposes 
of South African tax law, the profits that were distributed by a foreign entity such as an 
LLC or LLP were treated as dividends. In instances where a South African resident held 
more than 20% of the ‘shareholding’ in these foreign entities, the South African 
resident would treat these profits as being exempt from South African tax in terms of 
the participation exemption contained in section 10(1)(k)(ii)(dd) for dividends 
distributed prior to 1 March 2012. Where a South African resident holds more than 10% 
of the ‘shareholding’ in these foreign entities , the South African resident treats these 
profits as being exempt from South African tax in terms of the participation exemption 
contained in section 10B of the Act for dividends distributed on or after 1 March 2012. 
As soon as the amendments came into effect, the foreign entities were regarded as 
foreign partnerships and the participation exemption was no longer available to these 
entities. 
 
In addition, a new definition of the term ‘foreign dividend’ was added to section 1 of 
the Act. In terms of this definition,  
‘foreign dividend’ means any amount that is paid or payable by a foreign company in respect of a 
share in that foreign company where that amount is treated as a dividend or similar payment by that 
foreign company for the purposes of the laws relating to—  
(a) tax on income on companies of the country in which that foreign company has its place of 
effective management; or  
(b) companies of the country in which that foreign company is incorporated, formed or 
established, where the country in which that foreign company has its place of effective 
management does not have any applicable laws relating to tax on income,  
but does not include any amount so paid or payable that—  
(i) constitutes a redemption of a participatory interest in an arrangement or 
scheme contemplated in paragraph (e) (ii) of the definition of ‘company’; or  
(ii)  is deductible by that foreign company in the determination of any tax on 
income on companies of the country in which that foreign company has its 
place of effective management;  
 
The new foreign dividend definition is effective from 1 January 2011.  
 
In terms of the amended foreign dividend definition, any profit distributions made by a 
foreign partnership is no longer treated as a dividend. In line with the new foreign 
partnership legislation, partnership income is now attributed to the South African 
partner. As a result, any distributions made by the foreign partnership is not treated as a 
dividend if they are not treated as such in terms of the tax or companies laws applicable 
in the partnership’s country of residence. Consequently, the participation exemption 
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contained in section 10B of the Act is no longer applicable to distributions made by the 
foreign partnership. In terms of the participation exemption, any dividends declared by 
a foreign company in which a South African company holds at least 10% of the 
shareholding in, is exempt from South African tax. 
6.3.3 Impact on foreign tax credits 
 
From the effective date of the foreign partnership legislation, (24 August 2010 for 
entities that are established or formed on or after that date otherwise 1 October 2011 for 
entities that were established or formed before 24 August 2010) the South African 
member in a foreign partnership is taxable in South Africa on its share of the foreign 
partnership’s taxable income and not on the distributions of profits by the foreign 
partnership. The South African resident is allowed to claim any foreign taxes paid in the 
country in which the foreign partnership operates in as a rebate from South African tax 
in terms of the provisions of section 6quat of the Act. This rebate is limited to South 
African tax that is attributable to the foreign income.  
 
Consequently two calculations are required to be made in order to determine the foreign 
partnership’s taxable income for the foreign country’s tax purposes and for South 
African tax purposes. The applicable rebate which is claimable in South Africa on the 
foreign tax paid can then be calculated. This has resulted in an increased administration 
burden for the foreign partnership’s South African member. Furthermore, the foreign 
partnership is not permitted to claim a rebate on foreign taxes paid on income in terms 
of section 6quat (1A) if such income is not taxable in South Africa. This, and the fact 
that South African tax principles apply to calculate the South African tax payable, may 
result in a higher overall tax burden. This means that more effort is required in order to 
determine if any taxes paid (such as the trade taxes in Germany) by the foreign 
partnership can be claimed as a rebate in terms of the provisions of 6quat of the Act. 
Where rebates are not utilised in the current year and are carried over to the following 
year, appropriate records of such rebates should be kept and tracked accordingly. 
6.3.4 Impact on tax losses 
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In terms of section 20(1)(b) the Act, losses which arise from the carrying on of a trade 
outside South Africa may not be set off against South African sourced income. 
Consequently any losses incurred outside South Africa by the foreign partnerships 
cannot be set off against South African income. The South African resident partner in 
the foreign partnership is required to offset these losses against any future foreign 
income which it will receive. Similarly, any losses which are not utilised in the current 
year are carried over to the following year. This requires that appropriate records of 
such losses are kept and tracked accordingly. 
6.3.5 Administrative burden  
 
The foreign partnership legislation has resulted in an increased administrative burden 
for the South African company or person that is a partner in the foreign partnership, as 
two tax calculations are prepared by the South African partner in respect of its share in 
the foreign partnership. One calculation (which is generally done) is undertaken for 
purposes of the country of residence of the partnership taking that country’s tax 
principles into account, and another (new) calculation is performed to take the South 
African tax principles into account. This means that more information is obtained from 
each foreign partnership in order to determine the appropriate South African tax 
implications for all transactions of the partnership.  
 
As the exemptions in South Africa’s CFC legislation are no longer applicable, and 
because the foreign partnership income is attributed to the South African partner for 
South African tax purposes, more effort is made in order to determine if any taxes paid 
(such as the trade taxes in Germany) by the foreign partnership are claimable as a rebate 
in terms of the provisions of 6quat of the Act. Where rebates are not utilised in the 
current year and are carried over to the following year, appropriate records of such 
rebates are kept and tracked accordingly. 
  
Any losses that may arise from the foreign partnerships can only be set-off against any 
foreign income received or accrued by such resident and not against the resident’s 
South African income. Similarly, any losses which are not utilised in the current year 
are carried over to the following year. This requires that appropriate records of such 
losses are kept and tracked accordingly. 
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6.4 Challenges of applying the foreign partnership definition 
 
This chapter also seeks to present the challenges experienced and anomalies created in 
applying the foreign partnership legislation as no guidelines were provided in 
conjunction with the introduction of the foreign partnership provisions, specifically 
with regard to the transition for pre-existing entities. 
 
The following areas; exit charges, asset take-on balances and capital allowances of 
acquired assets will be discussed in this chapter. These areas include provisions that do 
not specifically cater for foreign partnerships which tend to create problems or 
anomalies for pre-existing entities that are now classified as foreign partnerships. 
6.4.1 Exit charges  
 
The first question that arises for pre-existing entities on introduction of the foreign 
partnership legislation, is whether or not exit charges arise in terms of section 9H 
(income tax) and paragraph 12 of the Eighth Schedule of the Act (capital gains tax) 
when a foreign entity is re-classified as a foreign partnership in terms of the new 
definition.  
 
The exit charges (income tax and capital gains tax (‘CGT’)) that would be triggered in 
the case of an entity that previously qualified as a controlled foreign company (‘CFC’) 
as defined, but which has now ceased to be a CFC and is instead classified as a foreign 
partnership, following the introduction of the definition of the ‘foreign partnership’ into 
the Act with effect from the years of assessment commencing on or after 1 October 
2011. This date applies in the case of any foreign partnership that was established or 
formed before 24 August 2010. 
 
No specific provisions have been included in the Act to deal with the situation where a 
foreign company (whether or not it qualified in the past as a CFC) becomes a foreign 
partnership as defined for South African tax purposes. It is submitted that a taxpayer 
would have to resort to general principles contained in the Act in determining whether 
or not the exit charge would arise. Although the approach based on general provisions 
contained in the Act is reasonable and justifiable there is no guarantee that the South 
African Revenue Service (‘SARS’) would necessarily agree with them. 
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In terms of section 9H(3) of the Act, where a company that is a CFC ceases, otherwise 
than by way of becoming tax resident in South Africa, to be a CFC during any foreign 
tax year of that CFC, that company must be treated as having disposed of each of the 
company's assets on the day immediately before the day on which it ceased to be a CFC 
for an amount received or accrued equal to the market value of the assets concerned on 
that day. 
 
Consequently, the CFC (prior to becoming a foreign partnership) would be deemed to 
sell its trading stock and its capital assets at their open market value and to be taxable 
on any revenue or capital gains that might be triggered. 
 
To the extent that the CFC has a foreign business establishment as defined in section 
9D, then an exemption from South African tax is available to prevent any deemed 
revenue or capital gain being imputed in the South African partner that holds direct or 
indirect participation rights and/or voting rights in the CFC, for South African tax 
purposes as a result of section 9H(3) of the Act. It is submitted that the provisions in 
section 9H and paragraph 12 of the Eighth Schedule of the Act that refer to a CFC 
ceasing to be a CFC because it is becoming South African tax resident do not apply in 
these circumstances. The foreign company is not regarded by SARS as continuing to 
exist as a South African tax resident. Rather, by categorising the company that 
previously qualified as a CFC as a foreign partnership, the whole existence of the 
foreign company for South African tax purposes is ignored - effectively the foreign 
company is deemed to be liquidated.  
 
If the foreign company that is re-classified as a foreign partnership did not previously 
qualify as a CFC, then it is submitted that no exit tax can be triggered when the 
company is classified as a partnership for South African tax purposes. The foreign 
company was previously outside of the SA tax net, assuming that it is effectively 
managed outside South Africa and hence is not a South African tax resident in its own 
right, and SARS cannot tax any of its income directly or indirectly until such time as it 
qualifies as a foreign partnership with one or more South African tax resident partners.  
6.4.2 Asset take-on balances  
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Another question is what the asset take-on balances for South African tax purposes 
should be for the foreign partnership's assets in the case of a foreign partnership 
previously treated as a CFC and a foreign partnership the income of which was not 
previously required to be included in the South African tax net (for example, because 
the foreign partnership has the legal form of a separate corporate entity in which the 
South African tax resident partner holds less than 50% directly or indirectly of the 
participation rights and voting rights). 
 
Once again, no specific provisions have been included in the Income Tax Act to deal 
with the situation where a foreign company (whether or not it qualified in the past as a 
CFC) becomes a foreign partnership as defined for South African tax purposes. It is 
submitted that a taxpayer would have to resort to general principles contained in the Act 
in determining what the take-on balances of assets of the new foreign partnership is. 
 
Where the foreign company (whether or not a CFC) is a connected person as defined 
that will now be treated as a partner in the relevant foreign partnership, it is submitted 
that paragraph 20(1)(h)(vi) of the Eighth Schedule of the Act should apply to allow the 
South African company a market value base cost for CGT purposes in respect of assets 
deemed acquired by it from the foreign company. It is submitted that the market value 
should be that of the particular assets concerned, not of replacement assets. In the case 
of assets that depreciate over time, this market value will be lower than the original cost 
to the foreign entity of the assets. 
 
With regard to trading stock, section 22(4) of the Act provides that if trading stock has 
been acquired by any person for no consideration or for a consideration which is not 
measurable in terms of money, the taxpayer should in general for the purposes of 
section 22(3) of the Act be deemed to have acquired the trading stock at a cost equal to 
its market value on the date of acquisition. It is submitted that it would be a reasonable 
approach to argue that this subsection should apply where a taxpayer is deemed to have 
acquired trading stock for South African tax purposes even if the taxpayer factually is 
not the legal owner of that trading stock.  
6.4.3 Capital allowances on acquired assets 
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Another unanswered question is which capital allowances would be available under 
South African tax law in respect of the foreign partnership's assets and how to calculate 
such allowances, again in the case of both a foreign partnership previously treated as a 
CFC and a foreign partnership the income of which was not previously required to be 
included in the South African tax net.  
 
Once again, no specific provisions have been included in the Act to deal with the 
situation where a foreign company (whether or not it qualified in the past as a CFC) 
becomes a foreign partnership as defined for South African tax purposes. It is submitted 
that a taxpayer would have to resort to general principles contained in the Act in 
determining which capital allowances are available for the assets of the new foreign 
partnership. Determining the available capital allowances for the foreign partnership is 
not as straightforward as there is nothing in the Act which explicitly covers capital 
allowances in the context of an entity that is classified as a foreign partnership but 
which in law takes the form of a company or body corporate. 
 
Capital allowances are in general more complicated and each allowance provision 
needs to be analysed independently. For example section 11(e) capital allowance 
provisions requires that the taxpayer own the assets or have acquired them under an 
agreement and also that the taxpayer use the assets for the purposes of his or her trade 
in the year in which the capital allowance is claimed. It is submitted that strictly, 
legally, these requirements are not met, assuming the assets legally continue to be 
owned by a foreign legal person, although it would seem very inequitable for SARS to 
take this point given that the assets are now regarded as attributable to a foreign 
partnership and consequently the partners in the partnership are deemed under section 
24H(2) of the Act to be carrying on the trade or business of the partnership. Since the 
true owner and user of the assets has become transparent for South African tax 
purposes, it is submitted that the assets are now owned and used by the partnership, and 
consequently by the partners pro rata to their partnership interests. 
  
Another example are sections 12B and 12C capital allowances. Both sections base the 
allowances on the cost to the taxpayer of the asset and provide that the allowances shall 
not in the aggregate exceed that cost. In the situation where a foreign company has been 
re-classified as a foreign partnership, the South African partner has not incurred any 
cost in regard to the partnership assets. It is submitted that it could be argued that the 
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provisions in the Eighth Schedule paragraph 20(1)(h)(vi), read together with paragraph 
38 (which deems a taxpayer that acquires an asset from a connected person for a non-
arms' length consideration to be acquiring it at market value, resulting in the 
South African taxpayer having a market value base cost in the assets for CGT purposes) 
can be used in support of a position that the taxpayer is deemed to have incurred a 
market value cost for the purpose of claiming section 12 allowances. Although this 
seems equitable, there is nothing in the Act explicitly supporting such an approach. 
Sections 12B(3) and 12C(2) of the Act contain an express provision restricting ‘cost’ to 
the actual cost to the taxpayer where this is lower than market value.  
 
These sections also require the assets to have been brought into use for the first time by 
the taxpayer claiming the allowances. This does not mean, unless the relevant provision 
explicitly provides otherwise, that the assets had to be new or unused when acquired (or 
in this case, deemed to be acquired) by the taxpayer but rather that a taxpayer may not 
claim allowances more than once on the same asset or piece of equipment. Again, since 
section 24H of the Act is deeming the South African resident partner to be carrying on 
the business in partnership in which the relevant assets are used, it seems equitable for 
the taxpayer concerned to be able to claim the allowances (assuming they are otherwise 
applicable), starting from the first year in which the South African resident partner is 
regarded as carrying on the relevant business in partnership. It is submitted that the 
provisions of section 12B(4B) or section 12C(4A) of the Act would not apply to limit 
the allowances that can be claimed, since it is not the South African taxpayer that has 
previously used the assets in the course of its trade.  
 
Any allowances that are granted would be subject to the ring-fencing provisions in 
section 24H of the Act. 
6.5 The South African approach in comparison to other international approaches 
The approaches of classification and taxation of foreign hybrid entities vary in the 
various jurisdictions, a jurisdiction could use one or more of the following: 
- Categorise all foreign entities regardless of the business form as corporations;  
- Categorise a foreign entity according to its legal form; 
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- Categorise a foreign entity according to the tax treatment of the entity based on the 
country to which it is resident (that is linked to fiscal treatment of entity in foreign 
jurisdiction); 
- Allow the taxpayer to choose the category; 
- Rely on tax treaty to provide for the classification; 
- Try fit the entity into the closest categories of entity known in the domestic law 
which could sometime raise difficulty of how to determine how similar a foreign 
entity is to that jurisdiction’s partnerships as these vary. (Jones et al, 2002:305). 
Prior to the introduction of the new foreign partnership definition into the South 
African tax system, the South African taxpayers classified foreign entities based on 
their legal form. If the entity was an incorporated entity (that is a corporate) in its 
country of residence, then it would be treated as a company for South African tax 
purposes regardless of how it is treated for the tax purposes in the country in which it 
was incorporated resulting in a hybrid entity. 
The current approach adopted in the South African tax system for the tax treatment of 
hybrid entities is linked to the foreign fiscal treatment; only in the absence of such tax 
laws does the South African tax treatment follow its legal form. In terms of this 
approach, the South African resident with an interest or shareholding in a hybrid entity 
is required to follow the tax treatment of the entity in the jurisdiction in which it is 
resident. 
The approach adopted by South Africa follows the approach as was recommended by 
the OECD report on Partnerships stating that in the case of conflicts of classification 
(owing to differences in the domestic law between the state of source and the state of 
residence), the classification under the law of source state should be binding upon the 
residence state. 
This approach appears to be based on the wording of Article 23 of the OECD Model 
Convention requiring that double taxation relief should be granted, either through the 
exemption or credit system, where an item of income may be taxed, ‘in accordance 
with the provisions of the Convention’. Thus, the state of residence has a treaty 
obligation to apply the exemption or credit methods vis-à-vis any item of income 
where the Convention authorises taxation of that item of income by the state of source. 
(Oguttu, 2009:62). 
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The OECD partnerships report states that the meaning of the phrase ‘in accordance 
with the provisions of this Convention’ implies that  
‘[w]here due to differences in the domestic law between the state of source and the state of 
residence, the former applies, with respect to a particular item of income, provisions of the 
Convention that are different from those that the state of residence would have applied to the same 
item of income, the income is still being taxed in accordance with the provisions of the Convention, 
in this case as interpreted by the state of source. In such a case, therefore, art 23 requires that relief 
from double taxation be granted by the state of residence notwithstanding the conflict of 
qualification resulting from these differences in domestic law’. 
Oguttu (2009) stated that, Engelen and Pötgens contend that for this approach to be 
effective, it would require the inclusion of a specific provision to that effect in a tax 
treaty. The Netherlands also subscribes to this view. Its observation to the OECD 
Report on Partnerships in respect to this solution is that it can only be applicable to the 
extent that it is explicitly stated in a specific tax treaty. (Oguttu, 2009:62). 
The approach adopted by the United States of America differs to the approach adopted 
in South Africa with regard to the tax treatment of hybrid entities. The United States of 
America is the only jurisdiction in the selected jurisdictions in this report that has a 
broad discretion for classification of hybrid entities. In addition to the classification 
rules, it has introduced provisions in its treaties to curb the abuse of treaties through the 
use of hybrid entities and has also introduced anti-abuse rules that specifically target 
mismatch arrangements. 
The approaches adopted by Canada and Denmark are similar to the approach adopted 
by South Africa as these jurisdictions consider the tax treatment of the foreign entity in 
the foreign jurisdiction. Canada and Denmark generally compare the attributes of the 
foreign entity with the domestic entities and tax the foreign entity the same way as the 
equivalent one in the domestic law. In addition to the rules for classification of hybrid 
entities, Canada has introduced provisions in its treaties to curb the abuse of treaties 
through use of hybrid entities and recently introduced anti-abuse rules with specific 
focus on the foreign tax credit schemes. As part of the classification rules, Denmark 
has introduced anti-abuse rules specific to addressing anti-abuse trough use of hybrid 
structures.  
The tax authorities in the United Kingdom, the Netherlands and Germany have 
published the criteria used for categorising entities as transparent or non-transparent for 
tax purposes. This approach differs to the South African approach as the classification 
of foreign entity is determined on a case-by-case basis considering the various 
attributions of the foreign entity and not only the tax treatment of the resident state of 
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the hybrid entity. In addition to the classification of hybrid entities, these jurisdictions 
have introduced specific and targeted rules for anti-abuse of hybrid entities.  
Not all jurisdictions follow the approach of linking the other jurisdiction entity’s form 
into the closest domestic law equivalent as is the case in South Africa. It is clear that 
jurisdictions do not normally take any foreign legal aspects into account when 
establishing their tax classification of foreign entities: they invariably use their own 
criteria. These criteria manifestly differ per country. There are no signs that countries 
are planning, or even willing, to align their entity tax classification rules with one 
another, any time soon (Peters, 2010). 
6.6 Anti-abuse rules 
 
As can be ascertained above, many jurisdictions have introduced anti-abuse rules to 
target tax arbitrage arising from hybrid entities either through regulations or as specific 
provisions in the treaties. The anti-abuse provisions prevent cross-border tax arbitrage 
on account of mismatch in entity classification. The OECD in its report entitled ‘Hybrid 
Mismatch Arrangements: Tax Policy and Compliance Issues’, the OECD recommends 
that countries introduce rules specifically addressing hybrid arrangements, these rules 
address multiple deduction of the same expense, deduction of payments which are not 
included in taxable income of the recipient, non-inclusion of income which is deduction 
at the level of the payer, and the abusive foreign tax credit transactions (OECD, 2012: 
13 - 18).  
 
It is appreciated that South Africa is not a member of the OECD and therefore is not 
obliged to consider the recommendations issued by the OECD but South Africa has an 
observer status. Some of these rules may have been catered for in the existing general 
anti-avoidance provisions throughout the Act or recent amendments to the Act relating 
to hybrid instruments. It may be worthwhile revisiting the Act to ensure that the general 
anti-avoidance provisions adequately cover all hybrid arrangements. 
6.7 International competitiveness 
 
A pure anti-deferral or avoidance regime would immediately deem back all the South 
African owned foreign entity income so that none of this foreign income receives any 
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advantage over domestic income. Like other internationally used tax regimes, it is 
important to cater for international competitiveness. International competitiveness 
dictates that foreign entity income should be ignored so that South African 
multinationals can fully compete on an equal basis with their international rivals. 
(Engel, 2002:1). 
  
The principles of anti-deferral or avoidance and international competitiveness are 
diametrically opposed. Anti-deferral or avoidance warrants complete taxation, whereas 
international competitiveness warrants complete exemption. In the end, South Africa 
needs to follow international norms favouring a balanced approach. Section 9D of the 
Act achieves this balance by favouring international competitiveness (that is exemption) 
where the income stems from active operations. Anti-deferral (that is immediate 
taxation) applies where the income stems from passive investments or from transactions 
that meet objective criteria with a high tax avoidance risk. (Engel, 2002:1). 
 
Introduction of new tax legislation is generally faced with the balance between 
encouraging South African residents to remain internationally competitive and curbing 
tax avoidance schemes. With this statement in mind, it is submitted that it is equally 
important to highlight that the introduction of the foreign partnership tax legislation in 
South Africa should consider some the exemptions available in section 9D of the Act an 
exemption equivalent to the foreign business establishment and the so-called high tax 
exemption. Consideration of similar exemptions for hybrid entities will ensure that 
foreign entities with genuine commercial substance and reasons for establishing these 
hybrid entities are not inadvertently caught by these anti-avoidance provisions resulting 
in increased administrative burdens as discussed above.  
6.8 Conclusion 
 
The purpose of chapter was to address the fifth sub-problem of this research study 
which was to examine and compare the approach introduced into the South African tax 
legislation for classification and taxation of hybrid entities. This sub-problem was 
addressed not only through comparison of the South African approach to international 
approaches but also required unpacking the operation, implications and challenges of 
applying the new foreign partnership tax legislation from a South African tax 
perspective. 
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As the introduction of new tax legislation is generally faced with the balance between 
encouraging South African residents to remain internationally competitive and curbing 
tax avoidance schemes, it is submitted that it was important to cover this area as well. 
The next chapter summarises the research findings and concludes on the research 
problem.  
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7 CONCLUSION 
 
7.1 Introduction 
This chapter summarise the research findings and provide recommendations. This 
chapter concludes by discussing the contribution made by this research report. 
7.2 Research findings 
 
The primary objective of the research report was to determine how the approach 
adopted by South Africa to classification and taxation of hybrid entities compare to 
international approaches as recommended by the OECD or those adopted by selected 
foreign jurisdictions? The objective of the problem statement was achieved by 
addressing the following sub-problems and the results provided below: 
 
1) Analysing the concept of hybrid entities. The focus was to differentiate these 
entities from similar structures in certain jurisdictions and to determine why such 
entities are formed.  
 
This research report has established that the hybrid entities may take on a variety of 
forms depending on the jurisdiction in which it was established. These entities may 
exist in the form of a corporation having a separate legal personality from its 
members or shareholders but treated as fiscally transparent through an elective 
approach or they may also take the form of a limited liability partnership or hybrid 
partnerships such as the German GmbH & Co KG which has attributes of both a 
corporation and a partnership that may or may not have a separate legal personality 
but has legal capacity and is treated as fiscally transparent.  
 
It also established that there are various tax and non-tax reasons why these entities 
are established. These entities are not only established to exploit the differences in 
the tax treatment of entities between two or more countries. Hybrid entities 
generally have flexibility in operations, unlike a corporation; a hybrid entity 
generally does not require a distinction between the owners of the company (its 
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shareholders) and its managers (directors). Shareholders or members of the foreign 
entity have better control over management. Members of hybrid entities in most 
jurisdictions, benefit from the limited liability, and so their own personal assets will 
be protected whilst those of the hybrid will be at risk. It has the advantage of 
flexibility in international tax planning. It provides an element of tax protection for 
retained profits: these may be allocated as a profit share of the corporate member 
and then lent back to the trading entity. It provides for flexible exit arrangements. 
The partnership agreement may provide that the company member’s capital 
entitlement on a sale is similar to that of a preference shareholder’s where the 
company is entitled to a return of capital only. Where there is possible access to 
special tax reliefs, the hybrid entity can claim those reliefs. 
 
2) Discussing the issues arising from the use of hybrid entities. This covered a range of 
issues including the classification of hybrid entities, challenges of taxing hybrid 
entities, tax arbitrage opportunities, unintended tax consequences of double non-
taxation or double taxation, determination of residency and eligibility for treaty 
benefits.  
 
Various issues were identified and discussed for the use of hybrid entities. As a 
result of the existence of a variety of forms of hybrid entities, it is almost inherent 
that issues will arise particularly in cross-border activities.  
 
3) Examining the international approaches to taxing hybrid entities as recommended 
by the OECD. These approaches have been discussed by the OECD as part of the 
tax policy and compliance issues.  
 
It has been established that the OECD recommends four main approaches to curbing 
issues arising from the use of hybrid entities. It promotes the linking approach 
where the domestic tax treatment follows the tax treatment of the foreign 
jurisdiction. The OECD has also recommended that countries including non-
member states to consider introducing or revising specific targeted rules addressing 
issues arising from hybrid entities. 
 
4) Examining the approaches to taxing hybrid entities as adopted by selected 
jurisdictions such as the United States of America, Canada the United Kingdom, 
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Canada, Germany, the Netherlands and Denmark. The challenges experienced and 
related case law was discussed with regard to the approaches adopted for some of 
these countries. 
 
It is clear from the work done in this research report that jurisdictions do not 
normally take any foreign legal aspects into account when establishing their tax 
classification of foreign entities: they invariably use their own criteria. These 
criteria manifestly differ per country. There are no signs that countries are planning, 
or even willing, to align their entity tax classification rules with one another, any 
time soon. 
 
It has been established that the approaches of classification and taxation of foreign 
hybrid entities vary in the various jurisdictions, a jurisdiction could use one or more 
of the following: 
- Categorise all foreign entities regardless of the business form as corporations; 
- Categorise a foreign entity according to its legal entity; 
- Categorise a foreign entity according to the tax treatment of the entity based on 
the country to which it is resident (that is linked to fiscal treatment of entity in 
foreign jurisdiction);  
- Allow the taxpayer to choose the category; 
- Rely on tax treaty to provide for the classification; 
- Try fit the entity into the closest categories of entity known in the domestic law 
which could sometime raise difficulty of how to determine how similar a 
foreign entity is to that jurisdiction’s partnerships as these vary. (Jones et al, 
2002:305). 
 
It has also been established that in addition to the classification rules, most 
jurisdictions have anti-abuse rules addressing issues arising from hybrid entities 
either incorporated into the tax legislation or as separate regulations applied by the 
relevant tax authorities or even incorporated into the treaties. These rules take the 
form of either general anti-avoidance rules or specific anti-avoidance rules. 
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5) Examining and comparing the approach introduced into the South African tax 
legislation for classification and taxation of hybrid entities. As this is new 
legislation, part of this sub-problem was to understand how the South African 
approach of classification and taxation of hybrid entities actually operates, the 
implications and challenges of applying the new foreign partnership tax legislation. 
As the introduction of the new tax legislation is generally faced with the balance 
between encouraging South African residents to remain internationally competitive 
and curbing tax avoidance schemes, it was important to determine how this balance 
should be achieved. 
 
Prior to the introduction of the new foreign partnership definition into the South 
African tax system, South African taxpayers classified foreign entities based on 
their legal form. If the entity was an incorporated entity (that is a corporation) in its 
country of residence, then it would be treated as a company for South African tax 
purposes regardless of how it is treated for the tax purposes in the country in which 
it was incorporated resulting in a hybrid entity. 
 
The current approach adopted in the South African tax system for the tax treatment 
of hybrid entities is linked to the foreign fiscal treatment of the foreign entity, only 
in the absence of tax laws will the legal form be considered. In terms of this 
approach, the South African resident with an interest or shareholding in a hybrid 
entity is required to follow the tax treatment of the entity in the jurisdiction in which 
it is resident. 
 
The approach adopted by South Africa follows the approach as was recommended 
by the OECD in its report on Partnerships stating that in the case of conflicts of 
classification (owing to differences in the domestic law between the state of source 
and the state of residence), the classification under the law of source state should be 
binding upon the residence state. 
 
It has also been established that for this approach, to be effective, it would require 
the inclusion of a specific provision to that effect in a tax treaty. South Africa’s 
approach to classification and taxation of hybrid entities differs with some of the 
selected jurisdictions.  
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It has been established that the approach adopted by the United States of America 
differs to the approach adopted in South Africa with regard to the tax treatment of 
hybrid entities. The United States of America is the only jurisdiction in the selected 
jurisdictions in this report that has a broad discretion for classification of hybrid 
entities. In addition to the classification rules, it has introduced provisions in its 
treaties to curb the abusive of treaties through the use of hybrid entities and has also 
introduced anti-abuse rules that specifically target mismatch arrangements. 
 
The approaches adopted by Canada and Denmark are similar to the approach 
adopted by South Africa as these jurisdictions consider the tax treatment of the 
foreign entity in the foreign jurisdiction. Canada and Denmark generally compare 
the attributes of the foreign entity with the domestic entities and tax the foreign 
entity the same way as the equivalent one in the domestic law. In addition to the 
rules for classification of hybrid entities, Canada has introduced provisions in its 
treaties to curb the abuse of treaties through use of hybrid entities and recently 
introduced anti-abuse rules with specific focus on foreign tax credit schemes. As 
part of the classification rules, Denmark has introduced anti-abuse rules specific to 
addressing anti-abuse through the use of hybrid structures.  
 
The tax authorities in the United Kingdom, the Netherlands and Germany have 
published the criteria used for categorising entities as transparent or non-transparent 
for tax purposes. This approach differs to the South African approach as the 
classification of foreign entity is determined on a case-by-case basis considering the 
various attributions of the foreign entity and not only the tax treatment of the 
resident state of the hybrid entity. In addition to the classification of hybrid entities, 
these jurisdictions have introduced specific and targeted rules for anti-abuse of 
hybrid entities.  
 
It has been established that not all jurisdictions follow the approach of linking the 
other jurisdiction entity’s form into the closest domestic law equivalent as is the 
case in South Africa.  
 
The secondary objective was also archived which entailed obtaining an 
understanding of how the South African approach of classification and taxation of 
68 
 
hybrid entities actually operates, the implications and challenges of the applying the 
new foreign partnership tax legislation.  
 
It has been established that, although South Africa has adopted the OECD approach of 
linking the foreign entity’s tax treatment in the country of residence, it was equally 
important to carefully analyse and consider the implementation of the foreign 
partnership legislation prior to its introduction. From the work done in this research 
report, it has been established that there are still uncertainties on the application of this 
approach when it comes to deemed exit charges, asset take-on balances and available 
capital allowances for pre-existing entities on introduction of legislation as no 
transition guidelines were provided.  
 
As the introduction of new tax legislation is generally faced with the balance between 
encouraging South African residents to remain internationally competitive and curbing 
tax avoidance schemes, it was important to determine how this balance can be achieved 
which is discussed as part of the recommendations from the research report. 
7.3 Recommendations 
7.3.1 Anti-abuse rules 
 
As can be ascertained above, many jurisdictions have introduced anti-abuse rules to 
target tax arbitrage arising from hybrid entities either through regulations or as specific 
provisions in the treaties. The anti-abuse provisions prevent cross-border tax arbitrage 
on account of mismatch in entity classification. The OECD in its report entitled ‘Hybrid 
Mismatch Arrangements: Tax Policy and Compliance Issues’, recommended that 
countries introduce rules specifically addressing hybrid arrangements, these rules 
address multiple deduction of the same expense, deduction of payments which are not 
included in taxable income of the recipient, non-inclusion of income which is deduction 
at the level of the payer, and abusive foreign tax credit transactions (OECD, 2012: 13 - 
18).  
 
It is appreciated that South Africa is not a member of the OECD and therefore is not 
obliged to consider the recommendations issued by the OECD but South Africa is an 
observer. Some of these rules may have been catered for in the existing general anti-
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avoidance provisions through the Act, it may be worthwhile revisiting the Act to ensure 
that the general anti-avoidance provisions adequately cover hybrid arrangements. 
7.3.2 International competitiveness 
 
The principles of anti-deferral or anti-avoidance and international competitiveness are 
diametrically opposed. Anti-deferral or anti-avoidance warrants complete taxation, 
whereas international competitiveness warrants complete exemption. In the end, South 
Africa needs to follow international norms favouring a balanced approach. Section 9D 
of the Act achieves this balance by favouring international competitiveness (that is 
exemption) where the income stems from active operations. Anti-deferral (that is 
immediate taxation) applies where the income stems from passive investments or from 
transactions that meet objective criteria with a high tax avoidance risk. (Engel, 2002:1). 
 
Introduction of new tax legislation is generally faced with the balance between 
encouraging South African residents to remain internationally competitive and curbing 
tax avoidance schemes. With this statement in mind, it is submitted that it is equally 
important to highlight that the introduction of the foreign partnership tax legislation in 
South Africa should consider some of the exemptions available in section 9D of the Act 
as an exemption equivalent to the foreign business establishment and the so-called high 
tax exemption. Consideration of similar exemptions for hybrid entities will ensure that 
foreign entities with genuine commercial substance and reasons for establishing these 
hybrid entities are not inadvertently caught by these anti-avoidance provisions resulting 
in increased administrative burdens and reduced competiveness for the South African 
resident shareholder or member.  
7.4 Conclusion 
 
In concluding this research it is submitted that the South African classification and 
taxation of hybrid entities is aligned with international approaches but consideration has 
to be made to the practical application of this legislation in order to eliminate any 
further uncertainties. The above recommendations should be considered to achieve the 
balance between anti-avoidance and international competiveness. 
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